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Foreword 


This book has been prepared during a study of certain economic 
aspects of public finance conducted under a grant of funds from 
the Rockefeller Foundation to Columbia University. One of the 
projects in this study has been concerned with fiscal policy. As a 
preliminary step, it seemed advisable to attempt a somewhat more 
systematic treatment than had hitherto appeared concerning the 
place of tlie government’s tax revenues, borrowings, and expenditures 
in tlie national income accounts. This task in turn was found to 
require a fairly systematic resurvey of the accounts. Moreover, an 
examination of the existing series of estimates with references to the 
sources used and the degree of approximation obtained seemed neces- 
sary as one step in ascertaining how much confidence might be 
placed in, fiscal policy implications that may be drawn from national 
income data. 

At the same time, an attempt has been made to meet the needs of 
the students in one of my courses for an explanation of the methods 
used in the prevailing compilations with particular attention to the 
differences in method. This pedagogical aim is the explanation for 
Chapters 2, 3, and 4, which can be skipped without loss by anyone 
who is already familiar with national income analysis. 

The Department of Commerce estimates reproduced in Chapters 5 
to 1 0 have been superseded by a revised series. Some parts of the new 
series were made public in preliminaiy form before 1 947, and are 
included in the tables in those chapters. The complete revision was 
issued in a supplement to the Survey of Current Business. Appendix 
B presents some of these revised data, made available in July, 1 947. 
For the rest, it was considered inadvisable to postpone publication until 
the revised data could be worked into the text of the present book, 
which explores concepts and methods, using the actual compilations to 
illustrate the points at issue, more than it analyzes the state of affairs 
pictured by the data. 
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FOREWORD 


Owing to limitations of time and resources, this volume contains no 
analysis of national wealth. No census of wealth has been taken in 
the United States since that for 1922. For recent discussions of 
national wealth, the reader is referred to papers on that subject in 
Volumes Two and Three of Studies in Income and Wealth, Section IV 
of Simon Kuznets’ Motional Product since 1869, and a paper delivered 
by Martin, R. ‘Gainsbrugh at the November, 1946, Conference on 
Income and Wealth, “The Need for National Wealth Estimates.” 

I have been fortunate in the research and editorial assistance 
of Lucie Krassa throughout the project and thp research assistance of 
Orris G. Herfindahl and Louis J. Majewski at various stages of the 
work. It is a pleasure to acknowledge with thanks the many helpful 
comments received from those to whom the manuscript and galleys 
were submitted. This assistance was received from so many persons 
that it has proved impracticable to make individual acknowledg- 
ments in this foreword; but I should like to indicate my special 
obligation to Rollin F. Bennett and Albert G. Hart, for their generous 
response to my frequent requests for comment and criticism, and to 
officials and staff members of the National Income Unit in the 
Department of Commerce and of the National Bureau of Economic 
Research for invaluable assistance given in correcting deficiencies in 
the manuscript. No one but the author, however, bears any 
responsibility whatsoever for conclusions reached or errors committed. ' 

Carl S. Shoup 

New York City 

July, 1947 
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The Concept: 


NATIONAL INCOME 


I. NATIONAL INCOME AS TOTAL PRODUCT OR SUM OF FACTOR 

PAYMENTS 

1 . The national income is usually defined as the amount of com- 
modities and services produced during a period of time for the resi- 
dents of a country. An alternative expression for “n alioxial-income” 
is, therefore, “ national produc t.” Only net product is counted, and 
the total is expressed in terms of money. 

Some of the residents of a country have an ovmership interest in 
factories, land, and other means of production that are located in 
other countries. Consequently, some foreign production belongs to 
the residents of the first country by virtue of these ownership interests. 
This product, although it originates abroad, is included in the national 
income of the first nation. Correspondingly, some of the factories, 
land, and other productive agents that are located within the first 
country are owned by non-residents. The national income of the 
first country excludes the product attributable to these foreign-owned 
means of production. 

A different concept of national income, sometimes employed, makes 
just the reverse distinction. National income under this second con- 
cept includes all the goods and services produced within a given 
area. Therefore, it includes even the output that goes to non-resident 
owners of the area’s capital equipment, and excludes all goods or 
services produced by capital equipment located abroad, however 
^owned. 
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THE CONCEPT 


Unless otherwise specified, the present volume uses the first concept: 
all net product going to the residents of a country. 

“Net” means that double counting is avoided; only final products 
are included in the national income. For example, a certain piece of 
steel produced during the year goes into an automobile that is turned 
out before the end of the same year. Since the full value of the auto- 
mobile is included in the national income, the steel must not be entered 
alsoy as a separate item, for its value is already included in that of the 
automobile. The steel is an intermediate product, not a final product. 
On the other hand, if by the end of the year the steel has not been 
incorporated in an automobile or anything else, it must be counted 
as part of the final product; otherwise the national income for that 
year will not include the steel at all. 

If a piece of machinery or other asset is partly worn out in the 
production of the year’s output, a minus entry is made to take account 
of this inroad into the stock of wealth existing at the start of the year. 
Similarly, a stock of raw materials or other goods on hand at the 
start of the year, although replenished from time to time, may be 
smaller by the end of the year because so much has been used up in 
production. The materials or goods may become component parts 
of other goods (steel sheets going into automobiles) or may be de- 
stroyed (fuel used to heat the automobile factory). In either case 
the decrease in the stock or inventory must be entered as a deduction 
in computing the total of final products for the year. 

The final products are valued at their sales prices if they have 
been sold during the year. If they have not been sold, they are valued 
at cost of production. 

2 . Production implies activity or sacrifice, or at least permission to 
use productive resources. Those who perform the activity, or undergo 
the sacrifice, or grant the permission are paid to do so. They are the 
workers, managers, xreditors, and owners, who are supplying the 
“factors of production”: labor, risk-bearing, and other productive 
services. The payments to these persons, called factor payments, 
take the form of wages, salaries, interest, net rent, and profits of 
corporations, partnerships, and sole proprietorships. There can be no 
production, in the national-income sense, without such payments, and 
such payments are not made except for production. It follows that the 
total of these payments equals the total of production, that is, the 
national income. The national income may therefore be computed 
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either as tlie sum of the values of the final products, or as the sum of 
factor payments. The term “payments” is broadened to include cer- 
tain imaginary, or imputed, payments, especially for farm produce 
consumed on the farm, and for the use of a dwelling occupied by its 
owner. Wages paid in kind and profits accrued but undistributed 
are also included in “payments.” 

The equality of the final-product total and the factor-payment total 
may also be demonstrated by noting what happens to the proceeds 
from the sale of commodities and services. 

The sales proceeds of any business firm come from two sources; 
sales of final products to consumers, and sales to other business firms 
(government and foreign trade are ignored in this simplified descrip- 
tion). And the sales proceeds are devoted to three uses: to cover 
wages and other factor payments, including profits; to pay for pur- 
chases from other business firms; and to reimburse the concern for 
any net decrease in its inventory or in the book value of its plant and 
equipment. The sum of the amoimts devoted to these three uses 
always equals the sales proceeds, even if profit has to be negative to 
make it so. The equality is implicit in the way profits are computed 
by the accountant. 

If the business firms, considered altogether, have at the end of the 
year the same value of inventory, plant, and equipment that they 
had at the start of the year, there is clearly no need for the third use 
of sales proceeds for the business world as a whole (reimbursement 
for decrease in such assets). As to the second use, purchases from 
other firms, the total of these items for all firms must equal the total 
of sales by each firm to other firms; every transaction that is a pur- 
chase by a business firm from a business firm is of course likewise a 
sale by a firm to a firm. The second use of sales proceeds thus equals 
the second source of sales proceeds. Consequently, in the present 
case, where there is no change in the total of inventory, plant, and 
equipment, the first use of sales proceeds (factor payments) equals 
the first source of sales proceeds (sales of final products to consumers). 

The economy as a whole may show a decrease in the total of inven- 
tories, plant, and equipment on hand at the end of the year, compared 
with the start of the year. This means that part of the inventories, etc., 
has been sold off to consumers, in the form of, or embodied in, final 
products. Sales proceeds of final products must therefore exceed the 
total of factor payments, to be enough to reimburse the firms for thus 
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disposing of part of their year-beginning stocks. Here, the equality of 
the final-product total with the factor-payment total might seem to be 
broken. But it must be recalled that in computing the total of final 
products (§1) a minus entry is made for a net decrease in inventories, 
equipment, and so forth. With this adjustment, final-product total 
and factor-payment total are equal. 

Finally^ the economy as a whole may show an increase in the total 
of inventories, etc., on hand at the end of the year; there is some unsold 
final product. Here, the sales proceeds from final products fall short of 
covering the factor payments. The difference is made up, as noted 
in §1, by adding to the sales proceeds the cost of producing the unsold 
final product. 

When foreign trade is taken ipto account, the term “sales proceeds” 
is modified to include the net sales to non-residents; net exports. If the 
proceeds from sales to non-residents are less than purchases from them, 
the resulting net import item is a negative adjustment to sales proceeds. 

The adjustment for the international ownership interests noted in 
the second paragraph of § 1 affects the factor-payment total and the 
product total to the same extent. 

Sometimes the total of wages, salaries, and interest will exceed the 
final-product total. The equality between final-product total and 
factor-payment total is then maintained by the appearance of negative 
profits or negative net rents — ■ business losses. 

One major complication must be merely noted here, to be explored 
later in detail. A part of the sales proceeds is paid to the g'ovemment 
in taxes. The government, in turn, pays the money out in wages, the 
purchase of materials, and so forth. A government surplus or deficit 
adds further complications for national-income accounting. However, 
if a consistent treatment of the government accounts is followed in the 
factor-payment approach and the product approach, it remains true 
that the national income will in principle be the same by either method 
of computation. In some countries the national income has been 
computed as the total of factor payments, and in others as the total of 
final products, depending on the statistics available. In the United 
States, the data allow computation under both approaches, with some 
qualifications. 

In practice the computation from the final-product side is the more 
difficult one. The total reached by this method probably contains 
a larger error than that computed under the factor-payment ap- 
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proach, though opinions differ on this point (Chapter 6, § 99) . Under 
the final-product approach it is necessary to ascertain the conamodi- 
ties and services purchased by consumers during the year. To this 
figure is added the product that goes to increase the assets of business 
firms (machinery, plant, inventories) at the year-end over what they 
were at the start of the year. The product that is exported must be 
included, with subtraction for imports. The product obtained by 
the government during the year is added. Then an adjustment must 
be made that is not in terms of a particular kind of product: the income 
derived by non-resident^ from investments within the country is sub- 
tracted (for example, dividends on shares of United States railroads 
owned by non-residents), and income derived by residents firom in- 
vestments abroad are added, to get the. total income going to residents 
rather than the total produced within a geographic area. The 
result is the net domestic product for the year, the national income. 
Some of these product totals have proved especially difficult to 
estimate, particularly the product passing into the hands of consumers 
and the net increase in business assets. 

3. Another way of estimating the national income from the prod- 
uct side is to ascertain for each firm or industry the amount of prod- 
uct it has turned out, final or intermediate, and subtract from that 
the total amount of product it has used in the process. Up to the 
present time this variant of the product approach has proved im- 
practicable because of the lack of direct information on total product 
consumed in the production process in each industry. 

II. CHANGES IN MATERIAL WELFARE PRODUCT-PRICE INDEX 

4 . Since national income measures production, it can be used as 
a partial indicator of material welfare. But, since it is expressed as a 
money total, it can be influenced by changes in prices even when there 
is no change in physical quantities. 

Thus, if the national income of one period or region is compared 
with that of another, it must be adjusted by an index of prices of final 
products. Consider two hypothetical countries, A and B (they may be 
thought of as the same country at different time periods). Coimtry A 
produces 100,000 bushels of wheat a year with the work of 100 men, 
each paid $1000 a year. Country B employs 200 men at the same 
wage, but produces only the same amount, owing to the inferior nature 
of its soil. Country B obviously has the same national income as 
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country A (100,000 bushels of wheat), but the money totals do not 
tell this story; they seem to say that country B has reached a higher 
level of output, for the national income, reckoned as the total of 
wages paid, is only $100,000 in country A, whereas it is $200,000 in 
country B. In comparing two countries, therefore, an index of 
product prices (or rate of exchange) is employed to adjust one of the 
two totals. The cost, and selling price, of wheat is $2 a bushel in 
country B; $1, in country A. Consequently, B’s $200,000 income, 
divided by the price index (I-), is deflated and reduced to $100,000. 

Suitable indexes of final-product prices are fiard to construct. Each 
country must compute its national income in terms of its own currency; 
dollars, pounds sterling, francs, pesos. Prevailing rates of exchange 
of one currency against another are not wholly adequate to make 
national income totals comparable. The rate of exchange is influ- 
enced by the purchase and sale of only a part, usually a minor 
part, of the countries’ outputs. Moreover, rates of exchange are 
affected by transportation costs, tariffs, and other obstacles to trade. 
International price indexes for use with or in lieu of the exchange rates 
have therefore been constructed (Chapter 6, § 82). The difficulty of 
comparison is increased by differences in types of product produced, 
owing partly to differences in wants or tastes from one country or one 
region to another and partly to differences in the free goods (§19) 
available. 



Similarly, comparisons among different years for some one country 
are not as meaningful as they may at first appear. The unavailability 
of elaborate price indexes for earlier decades makes difficult any 
inferences from a comparison of the national income of today with 
that of the latter decades of the nineteenth century or even the first 
decade or two of the twentieth. And changes in wants from one 
period to another make interpretation of the inferences doubtful. 

5. Even if it is assumed that consumer wants are the same at one 


time or place as at another, the deflated total of national income may 
be ambiguous as a partial indicator of material welfare. It is possible 
for the pattern of consumption to alter, because of changes in relative 
prices of various goods, in a way that makes it impossible to obtain 
a clear answer through adjustment by an index of prices. 

6 . In any event, nation'al income as a partial indicator of the level 
of material welfare must be expressed in terms of income per person, 
or income per family, or per consumer unit in which a child is counted 
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as a fractional part of an adult consuming unit. As an indicator of 
productivity, income produced within an area may be expressed in 
terms of income per person in the labor force or per person actually 
employed. 

7 . The considerations in §§ 4 and 5 do not render meaningless 
the comparison of national income totals among years in the same 
decade or two or among countries with similar cultures. Even in 
these cases, however, small differences of a few percentage points 
must be ignored as having no clear meaning. 

8 , As the discussion above implies, a total of national income by 
itself can carry no message whatsoever — a fact not generally realized, 
because in actuality the money figure of national income never does 
stand absolutely alone; the reader, if not the author, supplies frag- 
ments of background data with which to interpret the money total. 
But if a man from Mars were told that the national income of the 
United States was $140 billion, or about $1000 per capita, and if that 
were all he was told, he would know nothing. If he were also in- 
formed of the prices charged for bread, for work clothing, and for 
dwelling accommodation of a common type, he would have some 
indication of what the community was receiving, in physical terms, 
for its expenditure of time and energy. But to get this information 
he would have to go far beyond a study of national income totals. 
Indeed, none of the treatises on national income would be likely to 
contain all these facts. 

Although a money figure of total national income can give no 
indication of the absolute level of production, it may, if it is com- 
pared with other totals, be a partial indicator of the relative level: 
this year’s national income compared with last year’s; the income of 
one nation compared with that of another. The money total is also 
needed to compute the percentage of the national income obtained 
by this group of pe 9 ple (wage earners, for instance) compared with 
that group (landlords, for instance); the proportion of the national 
income resulting in consumer goods purchased compared with the 
proportion resulting in an accumulation of business inventories, plant, 
and equipment; the percentage by which national income would 
increase if unemployment were eliminated. In general, national 
income totals and sub-totals, expressed, as they must be, in money 
form, are useful only as relative, not absolute, data. Any purpose 
that such totals or sub-totals are capable of serving when used with- 
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out supplementary data on rates of pay or prices of product can be 
met by stating them in percentage form. 

III. CHANGES IN COST, OR INPUT: FACTOR-PRICE INDEX 

9 . The same items of wages, salaries, interest, rent, and profits 
that make up the national income (computed from the factor-payment 
approach) also measure elements of cost, or input. For example, the 
amount of wages paid may give a rough index of number of man- 
hours of work. For this purpose, wages paid on a time basis are 
taken directly; piece-rate wages are adjusted to a time-rate basis. 
The resulting measure of amount of work is no index of the amount 
of energy put forth in terms of calories utilized or some other physical 
measure. The worker may be^ exerting himself greatly or almost not 
at all. Instead, it is an index of the amount of time spent, time that 
was therefore not available for producing other things, and not 
available for leisure. Similarly, the amount of interest and rent 
commonly reflects the use of a sum of money or capital goods in 
terms of time. Even profit, variable though it is through a positive 
and negative range, reflects an opportunity cost in which time 
sacrificed is an important theme. 

10 . As with income, an item of input can be compared for different 
periods or different nations only if adjustment is made for differences 
in price levels; but in this case the prices in question are factor prices, 
not product prices. A change in the hourly wage of the farm laborer, 
not a change in the price of wheat per bushel, is relevant if inputs 
are being compared. 

Consider two countries, X and Y. Country X produces 100,000 
bushels of wheat a year with the work of 100 men, each paid $1000 
a year. Country Y produces only 50,000 bushels of wheat a year 
with the work of the same number of men. It pays them each only 
$500 a year. The money total of wages in X is $100,000; in Y, only 
$50,000. The price of the product, wheat, is $1 a bushel in both 
countries. But the wage-rate (time-rate, not piece-rate), is $1000 a 
year in X, $500 a year in Y. The product-price index is 1; the 
factor-price index (Y compared with X), 1/2. Dividing Y’s wage 
total ($50,000) by the factor-price index gives an adjusted national 
cost or input for Y equal to that of X ($100,000). This is correct, 
at least in terms of time spent; in both X and Y, 100 men work for 
a year. 
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Y’s workers may be less energetic than those of X; they may be 
using up fewer calories, producing fewer ergs. Or, on the contrary, 
they may be handicapped by inferior soil or lack of skill, so that, 
although their output is lower, they expend the same amount of 
energy as the workers in X. The lower national output per unit 
of national input does not necessarily imply less exertion. In a very 
general sense it does imply a lower economic efficiency of the economy 
aSj a whole, including the natural resources available. 

n. The concept of national cost or input will not be developed 
further in this volume. The concept of a comprehensive factor-price 
index that covers the rewards to all the various types of factors seems 
to have been barely mentioned in economic analysis, and no attempt 
has been made to construct such an index. Of the few remarks to be 
found on this subject, some appear to deny the possibility of any use- 
ful developments through a factor-price index. However, it will be 
pointed out in later sections of this volume that discussions of certain 
national income problems, especially those concerned with war, 
seem to have drifted into an analysis of something that approaches 
closely the idea of national input. It seems likely that the national 
cost concept, or something approaching it, is capable of development 
both theoretically and statistically,^ although perhaps no more than 
as a refinement of the usual computations of output per man-hour, 
to take account of the assistance rendered by capital instruments. 
For purposes of the present analysis, it is enough to note that, what- 
ever national income measures, it does not directly measure activity, 
or time spent; these are input concepts. 

IV. OTHER MAJOR LIMITATIONS OF NATIONAL INCOME DATA 

12 . Apart from the problems raised by changes in prices (§§4-8), 
national income as a partial indicator of material welfare shows other 
severe limitations. Some of them arise from the difficulty of defining 
material welfare or even production (§§13-22), and some, from the 
difficulty of obtaining data (§§ 23-26) . Considering all these problems 
together, certain students of national income are disposed to conclude 

1 See M. A. Copeland and E. M. Martin, “The Correction of Wealth and Income Esti- 
mates for Price Changes,” Studies in Incoms and Wealth, II, 103-05, 131—35, and comment 
by Solomon Fabricant, ibid., pp. 121-23, and Milton Friedman, ibid., pp. 125-27; and for 
adverse coniment on the factor-index idea, see Gottfried Haberler and Everett E. Hagen, 
“Taxes, Government Expenditures, and National Income,” Studies in Income and Wealth, 
VIII, 17, note 28. 
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that the estimates have little if any value as indicators of material 
welfare, productivity, or indeed of any one thing in particular^ This 
attitude, however, seems to overrate the difficulties. The national 
income totals are in fact being used as indicators of relative economic 
power, or welfare, and it would be going too far to hold such uses com- 
pletely invalid, on the grounds that the national income totals can 
measure nothing that is relevant enough. For example, the United 
Nations Relief and Rehabilitation Administration was financed by a 
requisition from each nation (with important qualifications) for a con- 
tribution equal to one per cent of its national income, and, in the 
United States, federal aid to the states is being'based in part on relative 
state incomes (Chapter 10, § 5).* 

13. If the nation is either building up its capital or living off its cap- 
ital, the national income for the year is not very effective as a measure 
of the current material welfare of consumers. A part of the year’s con- 
sumption may be supported by drawing on stocks of goods held by 
business firms at the start of the year, wearing out machines and 
plant, and using up natural resources. A nation thus living on its 
capital has a current consumption, and in this sense is experiencing 
a material welfare, larger than its national income. Apart from war 
such a situation has been unusual in recent decades and in countries 
for which national income data are available. On the contrary, a 
substantial part of the year’s production usually goes to increase the 
year-end stock of goods, machines, and so on, over the year-be- 
ginning stock. This part of the year’s production is not available to 
consumers currently, and the national income for the year overstates 
the consumers’ material welfare. But the addition to capital holds 
out promise for a higher level of consumption in later years, without 
a corresponding increase of effort in those years. National income 
is a partial index to welfare in terms of “net accretion to . . . econo- 
mic power” s (including whatever part of the accretion is used for 


1 This viewpoint is expressed in George Jaszi, Tfe Concept of National Imome and National 
troam, wan Special Referenee to Government Transactions, pp. 184, 363. See also Edward F. 
Denison, Report ^ Tnpartite Discussions of National Income Measurement,” Studies in 
I^omand Wealth, X, p. 1-2, and comment by Jerome Rothenberg, ibid., p. 1-77 (mimeo- 

'• See also Arthur Smthies, “National Income as a Determinant of International Policy,” 
otudies in Income and Wealthy Vlll. • ^ 

® Robert M, Haig, “The Concept of Income — Economic and Leeal Asnects ” in 
Robert M Haig ed , Th Federal Iwme Tax (Columbia University Lectures, 1920), p. 27. 
See also J. mcH, Value and Capital, chap. XIV, and Tiber Bama, Redistribution of 

Sriw P- ’ ^ maximum that can be consumed while 

still allowing the consumption of the same amount in real terms in the future”). 
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consumption) rather than current flow of services to consumers.^ 

Moreover, the data on consumption do not really show consump- ' 
tion. They merely show purchases by consumers. The purchases of 
passenger automobiles can fall off from one year to the next by a 
large percentage while consumers are experiencing little restriction 
in use of automobiles. They continue to “consume” by wearing 
out the old automobiles. Eventually, of course, consumption must 
cease unless purchases are resumed. But for any one or two years 
the sales of automobiles, washing machines, and similar articles 
may bear little relation to the amount of use actually being ob- 
tained. * 

The data on owner-occupied houses, however, show annual con- 
sumption rather than purchases, in most national income computa- 
tions. The purchase of a house by a’home-owner is counted as an 
investment, not as a consumption expenditure; and an entry is made 
each year for the estimated rental value of the house, as a measure 
of consumption. 

14. An especially difficult problem of double counting is posed by 
the services rendered by government. Even in peacetime, it is not 
easy to decide what part, if any, of these services should be excluded 
on the grounds that they merely facilitate the production of goods by 
private enterprise and therefore are not themselves to be counted as 
final products. 

" 15 . Labor conscripted by the state, as in compulsory military 
service, rpay be paid little or nothing, thus resulting in what might 
be considered an understatement of national income. 

16 . Production for war raises questions of definition that are still 
unsettled. Considerations are adduced in Chapter 7 for treating 
munitions and other war goods and services as a means of getting 
the final products that consumers want, not as additional products. 

In this view, diversion of a country’s resources to war produces a 
decline in its national income. All current methods of computation, 
however, have adopted another view, and include battleships, shells, 
the services of infantrymen, and so on, in the product to be measured 
as national income. 

17 . Incomes obtained or “product” produced in illegal activities 

^ Cf. Irving Fisher, The Nature of Capital and IrKome (1906), passim. For discussion and 
other references see James C. Bonbright, The Valuation of Property, II, chap. 26, and 
Roswell Magill, Taxable Income (rev. ed., 1945), chap. 1. 



12 


THE CONCEPT 


are not included in national income estimates. Some of these activi- 
ties, like burglary, merely add to the cost of final goods without in- 
creasing the physical amount. Others, like illegal liquor manufac- 
ture, add to the flow of final products. Where “black markets” are 
widespread, the inclusion of the latter type of illegal activity may be 
essential to avoid arriving at a total of national income more mis- 
leading than informative. Otherwise, illegal activities can probably 
be ignored if only because their total is so small. But the reason 
usually given for excluding them is that the national income total 
should include only the products that society recognizes as legiti- 
mate. All legally permissible products are included, even if by some 
objective test the product might be considered as not serving the 
end for which it was purchased (for example, a useless or harmful 
patent medicine). For the national income estimator, the consumer 
is the judge of what should be included in final product, mistaken 
though he may be. 

18. National income is usually computed for a twelve-month 
period — too short a duration to avoid perplexing problems of allocat- 
ing some parts of income, notably profits, to one period rather than 
another. A special view of such difficulties is taken by some who 
consider cyclical movements of industry and business to be inevitable 
characteristics of the economy. They conclude that the national 
income produced in a given year cannot be considered the fruit of 
that year’s activities, any more than the crop growth of a particular 
month is the fruit only of that month’s activities. The lack of produc- 
tion in a year of depression is considered a necessary preparation for, 
or a result of, the extra production in a year of prosperity; the latter 
is not possible without the former.* 

19. The national income total shows the amount of product ob- 
tained, not the amount of effort, or sacrifice of leisure time, that goes 
into obtaining it. Of two nations with the same income per person, 
the one that acquires that income with the lesser expenditure of work 
or time has a higher level of material welfare. Leisure is a valuable 
commodity; people will even forgo the receipt of money in order to 
obtain it. But it is not a “product” that is a part of national in- 
come. 

Moreover, if some commodity or service is supplied by natm’e under 

* Solomon Fabricant, "On the Treatment of Corporate Savings in the Measurement of 
National Income,” Studies in Income and Wealth, I, 117-19, 126-27. 
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conditions whereby no one can appropriate it and sell it, it is a “free 
good” and does not enter into the national income total at all. The 
national income of a country in the temperate zone will include the 
fuel burned in homes for warmth, but the national income of a 
country in the tropics will not include lire warmth derived from the 
sun. 

Similarly, the degree of unpleasantness of working conditions, apart 
from the mere amount of time or effort required, is not reflected in 
the national income total. 

20 . The residents of a ^country may value an increment of income 
more highly if it is to come to them in an earlier rather than a later 
year, even tliough their other income for the two years is identical and 
assured. The residents of a country jnay value such a pattern of 
income — $150 billion this year and $100 billion next year — more 
Hi ghly than the reverse pattern, $100 billion this year and $150 
billion next year. National income computations do not take account 
of this possible preference for an earlier income. In year-to-year 
comparisons of national income totals, a dollar received as a factor 
payment in 1950 is counted as equal to a dollar received in 1940. 

Perhaps the neglect of this point is not too serious an objection. 
Indeed, it can be argued that the point should be ignored if the aim 
is to measure variations in welfare. In the first place, this preference 
is in a sense irrational. Let it be assumed, in the illustration given 
above, that $50 billion, if received in the first year in addition to $100 
billion income, gives rise in that year to just the same satisfaction, no 
more and no less, as it does in the second year if received in the second 
year over and above $100 billion income. Yet, standing in the first 
year, the income receivers want the extra $50 billion then rather than 
in the second year; and, standing in the second year, the income re- 
ceivers wish that the $50 billion increment had been postponed to 
the second year instead of being received in the first. It may be 
doubted that national income should attempt to take into account 
any such scale of irrational, or at least shifting, preferences. In the 
second place, there is no conclusive evidence from economics data 
that, on balance, persons do have an absolute time preference. The 
existence of a positive rate of interest is no proof of a positive time 
preference; positive interest can exist merely through the possibility 
of turning out an increased final product by methods of production 
that take time, which in turn implies increasing income from waiting. 
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21 . As a measure of relative welfare in two periods of time, national 
income suffers from still another defect, even if the populace has no 
absolute time preference. This defect is an inability to take account 
of the changing intensity of wants that are satisfied, as the total 
national income grows or declines. For example, as a country’s 
per-person income increases, the later increments may not add as 
much to welfare as do earlier increments of the same dollar size. 
No changes in price levels are at issue here. , Assuming that the price 
level, the population, and tlie pattern of wants remain unchanged, 
a growth of S50 billion of national income on top of an income of 
$100 billion may well be considered to represent a larger increase in 
welfare than a further growth of $50 billion on top of an income of 
$150 billion. 

22. Can national income ever be a negative item, even in theory? 
It will be seen from the analysis in succeeding chapters that no pay- 
ment for a factor of production can ever produce in itself a negative 
increment to national income. The worst that can happen is that 
someone may work without producing anything of value, so that 
the increment to national income is zero. However, if property 
values decline during the year, especially if for some reason other 
than use in production, it is conceivable that the nationad income 
for tire year could be negative. If national income computations 
took account of bomb damages of war years, or of eartlaquakes, a net 
negative national income might be shown. Such items are usually 
omitted from the national income accounts, not because they do not 
represent a real loss in material welfare, but because of the reluctance 
of the computer to charge the particular year of occurrence with the 
full amount of the loss. 

23. A large block of work is missing from current national income 
estimates: work done in the home by housewives and other members 
of the family. This omission is sometimes supported on the ground 
that national income estimates should in principle include only 
products that are bought and sold on the market, but the chief reason 
seems to be the difficulty of estimating the value of these services. 

1 Among the large number of references that might be cited on this point, the following 
may be particularly helpfol: Alfred Marshall, Principles of Economics (8th ed.), pp. 230-36; 
Frank H. Knight, Risk, Uncertainiy and Profit, pp. 130-34; A. O. Pigou, Economics of Welfare 
(4th ed,), pp. 24-29; J. M. Keynes, The General Theory of Employment, Interest, and Money, 
chaps. 13 and 15. 



THE CONCEPT 


15 


In some countries, particularly the United States, many house- 
wives take jobs outside the home and with their earnings buy various 
services (bread-baking, house-cleaning, laundering) that tliey could 
themselves perform in the home. Compared with countries where 
practically all housewives work in the home rather than in outside 
jobs, the United States thus tends to show a higher per-person national 
income. 

Philanthropic, political, and scientific activity by those who receive 
no compensation for their work is excluded. For much of this activity, 
little or nothing would be offered, even if none of it were available 
free of charge. Hence, 'to this extent, however worthy the cause 
under, standards other than that of the market-place, the activity 
caiinot be counted even as imputed income. Paid philanthropic ac- 
tivity — A pays B to render a service to C — is of course a different 
matter; it is usually included in national income estimates. 

24. Owing to lack of data, current estimates fail to include much, 
perhaps most, of the work done in casual part-time paid jobs. 

25. Farm products consumed by the farm family are in principle 
included in national income. The data available on this point are 
often so scanty that in practice the national income of a largely agri- 
cultural country is likely to be substantially understated. 

26. The value of inventories, machinery, plant, and other assets on 
hand at the start and at the end of the period must be ascertained (§1) . 
There is no one obvious, simple method of valuation available, and the 
choice among methods can make a difference of several percentage 
points in the national income total, particularly in a period when 
economic activity and prices are changing. 

27. National income is not the same as “income payments.” 
The latter is the sum of payments to individuals. It, therefore, ex- 
cludes certain segments of national income: profits not distributed 
by business corporations, and payments into social security funds. 
Moreover, the term “income payments” (or “personal income”) 
covers some items not included at all in the national income (Chapter 
10, § 3).’- National income also differs from “gross national product,” 
which is computed before deducting depreciation charges and business 
taxes (Chapter 6, §§ 4, 54, 69).^ 

1 King’s estimates of income'payments for 1909-19, adjusted to Kuznets’ concepts, are 
given, in Kuznets, National Income and Its Composition, 1919~d93S, II, 469-74. 

s Discussions of what “national income” means and what items should be included are 
given in A. O. Pigou, The Economics of Welfare (4th ed.), especially chaps. I-III; Simon 
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V. COMPUTATIONS OF NATIONAL INCOME 

28 . For the United States, recently constructed estimates are 
available in appreciable detail for each year only for the period 1919 
to date. Averages for ten-year periods have been computed from 
the product approach, witli sub-totals, for the period 1869 to 1919.^ 
In another series rough estimates for every tenth year, subdivided by 
industrial groups, have been made for the period 1799 to 1899, and 
yearly estimates, with more details, for 1899 to 1938.^ 

For Great Britain, a detailed annual series goes back only to 1938. 
Fairly elaborate estimates have been madedor certain earlier years.® 
In Germany, official estimates covering the periods 1891 to 1913 and 

1925 to 1931 were published in 1932, and continued through 1938.^ 

• 

Kuznets, National Income and Its Composition, 1919-1938, I, chap. I, and National Income — 
A Summary of Findings, part IV, sec. 3. See also J. R. Hicks and Albert Gailord Hart, 
The Social Framework of the American Economy, and Erik Lindahl and others, National In- 
come of Sweden, 1861-1930, part I, chap. f. For the views of the United States Department 
of Commerce, see its Income in the United States, 1929-37 (1938), by Robert R. Nathan, and 
Monthly Income Payments in the United States, 1929-dO (1940). Students of the recent history 
of the concept "national income” in the United States will be interested in the earlier views 
presented in National Income, 1929—32 (1934, Senate Document no. 124, 73d Congress, 2d 
Session); National Income in the United States, 1929-35 (United States Department of Com- 
merce, 1936); in various papers in the series. Studies in Income and Wealth (National Bureau 
of Economic Research), especially M. A. Copeland, “Concepts of National Income,” and 
discussion by Simon Kuznets and Clark Warburton in volume I, pages 3-63, and pages 
175-85 and 214-21 in Gerhard Cohn’s “Public Revenue and Public Expenditure in Na- 
tional Income” in volume I; and in other works on national income referred to by Wesley 
G. Mitchell in The National Bureau’s First Quarter-Century. Further and earlier material on 
British views of the concept are in J. G. Stamp, British Incomes and Properly (1916); Colin 
Clark, The National Income, 1924-1931 (1932), and The Conditions of Economic Progress (1940). 
A review of various concepts and sub-concepts followed in actual computations is given by 
Marvin Hoffenberg and Mabel S. Lewis, “Estimates of National Output, Distributed In- 
come, Consumer Spending, Saving and Capital Formation,” Review of Economic Statistics, 
May, 1943. For a review of national income estimates in Great Britain in the seventeenth 
and eighteenth centuries, and the uses to which they were put, see Jaszi, op. cit., chap. II, 
and bibliography, pp. 377-83. A comprehensive analysis and a bibliography are given in 
Kuznets’ article, “National Income,” in the Encyclopaedia of the Social Sciences, II, 205-24 
(reprinted in Readings in the Theory of Income Distribution, William Fellner and Bernard F. 
Haley, eds). 

^ Simon Kuznets, National Product since 1869. 

“ R. F. Martin, National Income in the United Stales, 1799-1938, 

® Arthur L. Bowley, Wages and Incomes Since 1860 (1937) and Studies in the National Income 
(1942); Arthur L. Bowley and Sir Josiah Stamp, Three Studies on the National Income (studies 
made in 1919, 1920, 1927; reprinted in one volume in 1938); Colin Clark, National Income 
and Outlay (1937); J. O. Stamp, British Incomes and Property (1916). A comparison of 
the Bowley, Clark, and White Paper estimates, and details on the estimates of the British 
national expenditure are given in Tibor Barna, Redistribution of Incomes through Public 
Finance in 1937, Appendices A and G. 

* Das Deutsche Volkseinkommen nor and nach dem Kriege (Einzelschriften zur Statistik des 
Deutschen Reiches, no. 24, Berlin, 1932), and Statistiches Jahrbuch fur das Deutsche Reich, 
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The national income of Sweden has been computed for 1861 to 1930d 
The official compilations of the Australian, Canadian, and Irish 
national income cover the period starting with 1938.^ For other 
coxxntries the national income data so far published are less detailed, 
or cover fewer years, or are merely rough estimates.® 

The present volume, being devoted primarily to the principles of 
national income analysis, restricts its factual material to the period 
since 1919 (1938, for Great Britain). In the United States, the 
national income data for the years 1919 to 1928 are somewhat less 
detailed than those covering the period since 1928. The accounts 
prior to 1919 yield only estimates of the total national income and its 
major components. 

Income totals for areas smaller than a nation have also been com- 
puted.^ 

29 . National income computations have depended in part on 
statistics compiled by central governments from income-tax returns. 
In the United States the corporation income tax was not introduced 
until 1909, and the personal income tax not until 1913, aside from 
a brief period during and after the Civil War. Great Britain has had 
an income tax for many decades, but has never published detailed 
compilations on the scale achieved by the United States Treasury in 
its annual Statistics of Income. 

Periodic censuses of industries have been the other major source 
of information. The national income estimates in the United States, 
although computed from the factor-payment approach, have been 
built up industry by industry. Wages and salaries paid in the man- 
ufacturing industries have been computed from data in the bienniad 
Census of Manufactures; those in the mining industry, from the Census 
of Mines' and Quarries, and (later) the Census of Business', and so on. 
Recently social security payroll tax data have been used. 

1931—1938. See also Ernest Doblin, “Measuring German National Income in Wartime,” 
Studies in Income and Wealth, vol. VIII. 

1 Erik Lindahl, Einar Dahlgren, and Karin Kock, National Income of Sweden, 1861-1930 
(1937). 

“ Australia: Budget Paper, Estimates of National Income and Public 'Authority Income and 
Expenditure, presented by J. B. Chifley on the occasion of the Budget 1 945—46. Canada: 
Dominion Bureau of Statistics, National Income Accounts: Income and Expenditure, 1938-1945. 
Eire: National Income and Expenditure, 1938-1944 (P. No. 7356), presented by the Minister 
of Finance, March, 1946. 

® See also the references in Chapter 11, § 9. 

^ For reference to such computations in the United States, see Chapter 8, § 26, and 
Chapter 10, § 1. 
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A census of manufactures and a census of population have long 
been a regular part of the United States’ statistical output, but 1929 
was the first year for which a census was made of wholesale, retail, 
construction, and hotel activities in this country. For other service 
activities, the first census was taken in 1933, 1935, or 1939. No other 
country has ever conducted a comprehensive census of these branches 
of its economy. 

The last census of manufactures was taken in 1940, covering 
1939; the next is planned for 1948, covering 1947. 

30. The task of compiling national income data in the United 
States on a large scale was initially undertaken by a privately financed 
organization. The National Bureau of Economic Research. Its first 
volumes on this subject were published in 1921, 1922, and 1925.^ 
In 1930, W. I. King’s book appeared under the Bureau’s auspices. 
The National Income and Its Purchasing Powers and in 1937, the first 
of a series of volumes by Simon Kuznets, likewise under the Bureau’s 
auspices: National Income and Capital Formation, 1919—7935. In 1938 
there followed Kuznets’ Commodity Flow and Capital Formation', and in 
1941, his two-volume work devoted chiefly to the details of computa- 
tion under the factor-payment approach, National Income and Its 
Composition, 1919-1938. Conceptual issues sharpened by wartime de- 
velopments were re-examined in his National Product in Wartime (1945). 
Ten-yekr averages for the period 1869-1919, on the product side, 
and revised product data for the annual series starting with 1919 
were published in his National Product since 1869 (1946). Data from 
these volumes were assembled and interpreted by Kuznets in National 
Income — A Summary of Findings (1946). 

Major parts of the Bureau’s national income series were provided 
by Solomon Fabricant, in Capital Consumption and Adjustment (1938), 
and by William Shaw in Finished Commodities Since 1879 (1941).^ 
Quarterly estimates were presented in another Bureau volume, Harold 
Barger’s Outlay and Income in the United States, 1921-1938 (1942). 

' Wesley C. Mitchell, W. I. King, F. R. Macaulay, and O. W. Knauth, Income in the 
United States, vols. I (1921) and II (1922); O. W. Knauth, Distribution of Income by States in 
1919 (1922) ; and Maurice Leven, Income in the Various States — Its Sources and Distribution, 
1919, 1920, and 1921 (1925). 

® All of the Bureau’s publications on national income mentioned in this section are now 
(1947) out of print except Finished Commodities since 1879, National Product in Wartime, 
National Product since 1869, and National Income — A Summary of Findings. For a review of 
Kuznets’ and other works on national income, see D. 0. MacGregor, “Recent Studies 
on National Income,” Canadian Journal of Economics and Political Science, Feb., 1945, pp. 
115-29, and May, 1945, pp. 270S0. 
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31 . In 1932 the Department of Commerce initiated a study of 
national income in response to a Senate resolution. The first publi- 
cation, a major work produced under the direction of Kuznets and 
entitled National Income, 1929-32, was followed by a nrnnber of detailed 
and comprehensive studies published as separate documents, the last 
one that presented much detail being National Income in the United 
States, /92P-J5 (1936). In recent years the results of the Department’s 
continuing study have been published in articles in the Survey oj 
Current Business! 

32 . In Great Britain, the detailed data for 1938 and later years 
appear in the annual Vmite Papers prepared in the Government’s 
Central Statistical Office, with the collaboration of the Treasury, 
and entitled “An Analysis of the So’q.rces of War Finance and an 

Estimate of the National Income and Expenditure in .” ® The 

first issue was published in 1941. 

The appearance of John Maynard Keynes’s General Theory oj Em- 
ployment, Interest and Money, in 1936, with its analysis of the concepts 
“saving” and “investment” and of certain other aspects of national 
income, helped to provide a useful conceptual framework into which 
the compilations being made in the United States and Great Britain 
could be fitted. The decision so to define “investment” and “saving” 
that they are always equal for any given time period for the economy 
as a whole proved especially fruitful for national income analysis 
(see Chapter 8, §§ 1-15). 


VI. THE PRESENT VOLUME 

33 . The three chapters following (Chapters 2, 3, and 4) are purely 
illustrative; they show how national income is commonly computed, 

See also Milton Gilbert and Louis Paradise, “National Income and Other Business 
Indicators,” in Philip M. Hauser and William R. Leonard, Government Statistics for Business 
Use. The Department is now completing a revision of its national income series, including 
conceptual changes, which will appear some time in 1947 as National Income and Product 
Statistics for the United States, 1929-46. This report wiil be foliowed by a volume containing 
a full discussion of the problems involved in concepts, statistical methods, and use of 
sources. Two statements of national income accounts by Richard Stone are soon to 
appear in his “National Income and Expenditure: A Review of the Official Estimates of 
Five Countries” (Economic Journal) and in his “Definition and Measurement of the National 
Income and Related Totals,” an appendix to the Beport of the Sub-Committee on National 
Income Statistics, League of Nations. 

* The construction of the tables in these White Papers is explained by J. E. Meade and 
R. Stone, “The Construction of Tables of National Income, Expenditure, Savings and 
Investment,” Economte Journal, June-September, 1941, pp. 216-33. 
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in terms of a small hypothetical economy of thirteen individuals, 
nine business firms, including seven corporations, a pension fund, and, 
in Chapter 4, a government. Chapters 5 and 6 describe in some detail 
the methods used in computing the two major series of income data 
available for the United States, those by Kuznets and the Department 
of Commerce. The two sets of estimates are reproduced, beginning 
with 1919, and some critical comments on concepts are offered. The 
first of these two chapters describes the computation of the factor 
payments; the second, the approach from the product side. The 
government’s revenues and outlays are noted only incidentally in 
Chapters 5 and 6; Chapter 7 is devoted to a critical review of exist- 
ing methods of treating the government’s money flows in the compu- 
tation of national income. In Chapter 8 the widely used equation, 
saving is equal to investment plus government deficit, is explained, 
and some data on saving and distribution of families by size of income 
are reproduced. Chapters 9 and 10 summarize the data available, 
and the problems involved in obtaining them, for two types of sub- 
division of income totals; national income produced in each industry, 
and income payments to individuals in each state. The final chapter 
describes the methods used in the British White Papers on national 
income. 

The chapters devoted to the hypothetical economy are placed 
early in the book because their purpose is to develop in the student 
a facility in the employment of the tools of analysis that he will need 
if he is to understand the uses and the limitations of the series of data 
now available, and if he is to follow the arguments for and against 
rival methods of treating a given item in the computation of national 
income. 



2 

An Illustrative Economy: 

THE NATIONAL INCOME STATEMENT 
FOR THE PRIVATE SECTOR 


1. The estimates of national income that have been made for the 
United States and Great Britain, and the differences of concept re- 
flected in those estimates, are the chief subjects of the present work. 
This material, however, may best be approached, at least by those not 
acquainted with national income analysis, through an illustration 
consisting of a small hypothetical economy. This is done in the 
present chapter and in Chapters 3 and 4. The present chapter states 
each transaction that occurs in this highly simplified economy and 
constructs a table showing factor payments and type of product. 
Chapter 3 rearranges the items to show the amounts of purchase and 
sale by one industrial segment from or to another, the amount of 
national income originating in each industry, and the flow of money 
through the economy. Chapter 4 introduces examples of govern- 
mental factor payments and product. 

Chapters 5 and following deal with actual rather than hypothetical 
figures. They also discuss the main conceptual points at issue, in- 
stead of merely stating the generally accepted view, as in Chapters 2 
through 4. 

The building block of the national income structure is the single 
business transaction. The estimates of national income for the 
United States are constructed from billions of these building blocks. 
The construction is the work of many hands. The business firm itself, 
when it fides its ipcome-tax return or fills out a census questionnaire, 
is in fact consolidating hundreds or thousands of separate transactions 

ai 
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into a few summary items. For example, each separate payment of 
wages by the firm is consolidated into one item in its report: total 
wages paid during the year. The Treasury Department or the Census 
Bureau in turn adds this summary item from hundreds or thousands 
of returns or questionnaires received from an industry and publishes a 
figure for total wages paid in this industry during the year. The 
national income estimators add the amounts of wages reported in 
each industry to get a total of one type of factor payment — wages — 
for the economy as a whole. 

The way in which the business transaction is entered on the books 
of the company therefore influences the totals shown in the national 
income accounts.^ Illustrations of the major types of transaction are 
given in the hypothetical economy of the present chapter. 

The relation of each transaction to the national income statement 
is examined from three points of view. One is the effect on the factor- 
payment total. The second is the effect on the final-product total. 
The third is the effect on two sub-items, investment and saving. 
This third analysis to some extent overlaps the other two. It involves 
factor payments in computing the amount of saving, and final product 
in computing the amount of investment. The reasons for emphasizing 
the computation of investment and saving are deferred to Chapter 8, 
but it will be noted that, by definition, the total of saving and the 
total of investment for the economy must be equal. And the illus- 
trations will show that this equality also holds for any one transaction, 
though not necessarily for either one of the two persons in the trans- 
action. The equality of saving and investment forms the conceptual 
basis for much of the economic analysis that utilizes the national 
income data. 

Table 1, on pages 50-53, is a statement of the kind that is to be 
found in the national income estimates as presented by Kuznets, the 
Department of Commerce, and other estimators, except that they 
do not, of course, show the amounts for each individual person in 
the economy. An inspection of Table 1 before starting on the transac- 
tion-by-transaction analysis below will help to give meaning and direc- 
tion to that analysis. And after a transaction has been studied, 
reference back to Table 1 will aid in understanding how that particular 


1 A suggestion that all business transactions be recorded on forms especially designed 
for national income accounting is noted in J. B. D. Derksen, A System of National Book- 
keeping [is the Netherlands'] (1 946), p. 3. 
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type of building block fits into the entire structure. To facilitate this 
kind of integration of the discussion with the table, some of the para- 
graphs have been provided witli cross-references to the appropriate 
items in the table. 

The first kind of transaction to be illustrated is the payment of 
wages to an employee whose work results in an addition to a manu- 
facturing concern’s stock of goods (inventory). The scope of the 
analysis is then broadened to take in other business units, from a 
farmer to a retailer. Each individual in the economy is considered 
in his dual role of producer and consumer. The amounts specified 
are not typical in any sense, absolutely or relatively. 


I. MANUFACTURING CONCERN M 

A. Capital Formation 

2 . A manufacturing firm, M, pays an employee, W, $2000 in 
wages for working into a finished product some raw materials that 
the firm owns. The raw matei'ials are valued at $1900, the cost to 
the firm. Consequently, the finished product is carried in the in- 
ventory at $2000 -b $1900, or $3900. The outlay on wages has been 
“capitalized” in the sense that the outlay is deemed to result in an 
asset that can be entered on the balance sheet. The asset side of the 
firm’s balance sheet (except for a maclnne, to be introduced in § 8), 
before and after the work and payment, is as follows: 


Before 

Gash on hand $3500 

Inventory: 

Raw material 1900 

Total current assets $5400 


After 

Gash on hand $1500 

Inventory: 

Finished product 3900 

Total current assets $5400 


The liabilities side of M’s balance sheet will be introduced in § 6. 

Factor-payment approach. The resulting increment to national income 
for this period, measured by factor payment, is the worker’s wages, 
$2000. The business concern has as yet earned no income. Its total 
of assets is unchanged, and no change has occurred on the liabilities 
side of the balance sheet. Hence the net worth of the concern is the 
same as before. Its sales are zero; its outlays, $2000; its begirming 
inventory, $1900; its ending inventory, $3900; its net profit, therefore, 
zero. 

Final-product approach. The increment to national income is that 
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part of the finished product that represents an advance over the raw- 
materials stage. This part of the finished product may not be easily 
isolated or identified physically. Economically, it is shown by the 
increase in non-money assets on the balance sheet of firm M. 

In Table 1, pages 50-53, the payment to W appears in column W, 
section I, line 1. It does not appear explicitly in column M, but is 
reflected, along with all tire other items affecting M, in the profit or 
loss figure, section I, line 3. 

3. Investment. The creation of this additional value in the form 
of a non-money asset is an act of “investment,” or “capital forma- 
tion,” in national income terminology. Investment here amounts to 
$2000. The finished product, even though it is ready to be con- 
sumed, is considered “capital goods,” so long as it forms a part of the 
business, by being held in inventory as part of the concern’s stock-in- 
trade. 

In national income analysis the term “investment” has a special 
meaning, different from that usually given it in financial markets. 
“Investment” is the act of parting with money to obtain an asset. 
Correspondingly, “disinvestment” is the act of surrendering an asset 
for money. lit these definitions, “asset” refers to tangible goods and 
to intangibles like good will or patent rights. “Asset,” in this sense, 
does not refer to the representative intangibles, like stocks and bonds, 
which merely represent claims to a share in the underlying assets — 
the tangible property, good will, and so on. The shares of stock, 
bonds, notes or accounts payable, and other money claims can be 
included along with the term “money” for the purposes of tire defini- 
tions above. National income analysis is interested in production, 
and it reserves the term "investment” for the kinds of things that 
imply production, either current or past. The purchase of a share 
of stock, even if it is newly issued stock, is not an act of investment, 
in national income terminology. 

As in the present discussion, the word “investment” may be used 
to denote either the act of producing (or acquiring) assets, or the 
amount so produced (or acquired). 

There are only two ways in which anyone may perform an act of 
investment: by purchasing an already existing asset from someone 
else or by causing an asset to be produced. If the buyer invests by 
purchasing an already existing asset, the seller disinvests. For the 
economy as a whole (buyer and seller together) no net investment 
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occurs in such a case. But where the asset is acquired by creation, 
no one disinvests. The manufacturing firm M performs an act of 
investment by parting with $2000 to cause an asset to be created. 
The wage earner experiences no disinvestment; he parts with no 
asset. Hence, for the economy as a whole, net investment of $2000 
occurs. 

Similarly, “capital formation,’* in national income terminology, 
ordinarily refers not to the forming or grouping of money capital, 
but to the construction of buildings, plant, machinery, roads, and to 
the building-up of inventories — in general, to any activity that 
results in an increased amount of (non-money) assets on a business 
concern’s balance sheet. It even includes the building of houses for 
home-owners (§18), who commonly do not draw up balance sheets. 

The term “capital formation,” as usually employed, is therefore 
synonymous with “investment.” It is used more often with respect 
to the economy as a whole than in describing the actions of a single 
firm. And sometimes it is used, even in national income discussions, 
to denote the grouping of money capital. 

4. Saving. The wage earner, so far as this example has gone, saves 
$2000 for the time being. “Saving” is defined as the excess of income 
received over expenditure for consumption during a given period. 
The worker W has an income of $2000 and a consumption expendi- 
ture of zero (so far); hence, a saving of $2000. In computing the 
saving of a business firm, consumption is always entered as zero, for 
a business firm, as such, cannot spend money for consumption; only 
the ultimate consumer can do so. In the present instance the business 
firm M shows income of zero and consequently saving of zero. 

The term “saving” sometimes refers to the act of not spending 
income, rather than to the amount of income not spent. 

5. The inventory of raw materials of $1900 shown in § 2, before 
M worked them into a finished product, had been in part ($400) 
carried over from the previous year. The rest of it had been pur- 
chased earlier in the current year from farmer F for $1500. This 
purchase drew down M’s cash by that amount, and was an act of 
investment by M. It would have been recorded as an act of equal 
disinvestment by F if he had kept a balance sheet and had been 
carrying these raw materials at $1500. However, the discussion of F 
below (§§ 17-20) will assume that he keeps only simple cash accounts. 
The implications for national income, net saving, and net investment 
are explored below in the section devoted to F. 
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B. Expensed Outlay 

6 . The manufacturing firm M pays a night watchman, N, $1000, 
primarily to guard the concern’s office, not the factory building. 
This payment decreases the “cash” item in M’s assets by $1000. 
Unlike the outlay on wages for the worker W, it does not immediately 
give rise to an increase in value of any other asset. Under the ac- 
counting method used here, the watchman’s work is not considered 
specifically devoted to any particular asset; for example, it is not to 
be regarded as becoming embodied in and hence adding to the value 
of the finished goods. This outlay on wages is said to be “expensed,” 
instead of “capitalized.” An outlay is “expensed” when it is con- 
sidered as not increasing the value of any of the assets. For the time 
being, therefore, the decline ir^cash is balanced by writing $1000 off 
the amount of the surplus on the liabilities side of the balance sheet. 
The balance sheet, before and after, is as follows (except for a machine, 
to be introduced in § 8) ; 


Before After 

Assets 

Cash on hand 11500 $500 

Inventory: Finished product 3900 3900 

15400 $4400 


Liabilities 

Capital stock and surplus $5400 $4400 

Factor-payment approach. The concern has lost $1000 for the time 
being (sales, zero; expenses, $1000; change in inventory, zero). It 
expects to make up this loss, of course, when it sells the inventory at a 
price well above $3900. The night watchman has an income of 
$1000. For the economy as a whole (M and N) the resulting incre- 
ment to national income is therefore zero. This is always the tempo- 
rary result when a business concern’s outlay on a factor of production 
is expensed. 

, Final-pr oduct approach; saving and investment. No product has appeared 
as yet. There is no investment in this transaction. N saves $1000. 
M, having an income of minus $1000, has a negative saving; that is, 
a negative excess of income (- $1000) over consumption expenditure 
(0). This - $1000 of saving may be termed $1000 of dissaving. 
Added to N’s $1 000 of saving, it gives zero saving for the economy as 
a whole. 
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7 , The manufacturing concern M pays a salary of lf4000 to E, 
its executive, creating for him an income item of $4000. The balance 
sheet immediately above shows only $500 cash on hand. To avoid 
complicating the illustration unnecessarily, it is assumed that E’s 
salary is not paid until the cash item has been replenished from the 
proceeds of sales, to be detailed in § 15. 

Factor-payment approach. The concern is considered to have suffered 
a temporary loss of $4000, since executive salaries are usually ex- 
pensed, not capitalized. The increment to national income is there- 
fore zero. 

Final-product approach; saving and investment. There is no product 
as yet. E saves $4000 (so far); the concern dissaves $4000; and there 
is no investment. 


C. Depreciation and Obsolescence 

8 , In working the raw material into the finished product, M uses 
a machine. The machine cost $5000 in a previous year. It is 
assumed to have a ten-year life with zero salvage value under an 
ordinary rate of output, such as prevails during this period. Under 
the usual “straight-line” depreciation formula it follows that any 
one year’s product is charged with $500 depreciation The 

raw material is considered as receiving an increment of cost of 
$500 from the machine; the machine gives off, so to speak, a part 
of its value, which becomes embodied in the finished product. The 
machine had already lost $1000 of its value in previous years of use, 
so it was carried among the assets at $4000 as the current year opened. 
When the use of the machine during the current year is taken into 
account, the assets of the balance sheet develop as follows: 


Inventory: 

Finished product 
Machine 


Before Taking into After Taking into 
Account Use Account Use 

of Machine of Machine 


$3900 $4400 

4000 3500 


Factor-payment and final-product approaches; saving and investment. 
Tlxrough wearing down the machine by $500 to build up the in- 
ventory by an equal amount, the firm has merely altered the com- 
position of its assets. The wearing-down of the machine pi'oduces 
disinvestment; the building-up of inventory, investment. Hence the 
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firm has neither invested nor disinvested, on balance. There is no 
income, and no saving. 

In Table 1, pp. 50-53, the depreciation of |500 appears nowhere 
explicitly in section I, since it is not a factor payment, though it is of 
course one of the many items that influence the amount of profit 
shown in line 3 imder M. In section IV of the table it is part of the 
$1300 item in line 15, column M. 

9 . A machine may depreciate even when it is not being used. The 
depreciation is then commonly regarded, not as adding to the value 
of any other asset, but simply as giving rise to a loss. In terms of the 
illustration above, the inventory would stay at $3900, the machine 
would decline to a value of $3500, and the compensating entry would 
be a decrease of $500 in surplug. 

Factor-payment approach. The case would resemble that of the pay- 
ment to the night watchman, except that here no one would be 
receiving an income. There would be no offset to the firm’s $500 
loss. The increment to national income would be a negative amount: 
minus $500. 

Final-product approach; saving and investment. The product increment 
would be negative; wealth would have declined by $500, as shown 
by the decrease in the value of the machine. The firm’s dissaving 
would be $500, and so would its disinvestment. 

10. A concept widely used in the United States computations is 
that known as “gross national product,” which measures income 
before rather than after subtracting depreciation. In § 8, the $500 
depreciation of the macliine would be disregarded, according to 
this concept. The $500 increase in value of inventory would be $500 
of gross national product. In § 9, the increment to gross national 
product would be zero, not a minus item. 

One other major difference between national income and gross 
national product concerns business taxes, a point which is illustrated 
in Chapter 4, §§ 9, 10. Some additional minor differences are noted 
in Chapter 6, where the usefulness of the gross national product 
concept is critically examined. 

n. The amount of depreciation charged off under prevailing 
methods of accounting is somewhat arbitrary and often not closely in 
accord with the physical or economic facts. Moreover, the part of 
the depreciation charge that is expensed, and hence tends to create 
a temporary net loss rather than being added to the value of the in- 
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ventory, is in some respects arbitrary. These elements of arbitrari- 
ness or error are reflected in the totals for profits, investment, saving, 
and national income (but not in the figure for gross national product), 
for any one year rather than for a number of years together. 

12 . The concern M also records obsolescence of $800 during the 
year. Obsolescence usually means loss of value owing to improve- 
ments in competing products or improvements in competing methods 
of producing the same product. Like depreciation on idle machinery, 
obsolescence customarily is not capitalized, even if it is expected. 
Hence it gives rise to a loss, and is in itself a negative entry in national 
income. The balance Sheet, before and after, is as follows (including 
now both the machine and the other assets) : 

Before OjJjsolescence After Obsolescence 

(but after Depreciation) (and Depreciation) 

Assets 


Inventory; 

Finished product 

14400 

$4400 

Machine 

3500 

2700 

Cash 

500 

500 


$8400 

$7600 

Liabilities 

Capital stock and surplus 

$8400 

$7600 


Factor-payment approach. The increment to national income is nega- 
tive, because sales are zero and expenses are $800; hence the concern 
shows a loss of $800. 

Final-product approach; saving and investment. The minus $800 incre- 
ment to national income is seen in the decrease in the balance-sheet 
value of the asset “machine.” Disinvestment is $800 and dissaving is 
$800. 

The increment to gross national product, since that concept dis- 
regards obsolescence as it does depreciation, is zero in this case. 

In practice, much obsolescence is not foreseen, or at least occurs 
in a large amount in some one year, and when this happens the income 
accounts of business firms sometimes do not show it in computing 
“net” income. To the extent that the accounts are thus inadequate, 
national income is overstated. 

D. Interest Paid 

13 . The concern M pays interest of $200 on its bonds held by E. 
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This outlay, too, is not capitalized. Neither is it “expensed,” in 
accounting terminology; but, what comes to the same thing for 
national income analysis, the interest paid is subtracted after com- 
puting operating income, to reach net profit. The effect on the 
national income accounts is similar to that produced by the payment 
of salary to the executive E (§ 7). 

14 . The concern M also pays $100 interest on its bonds held by 
non-residents. 

Factor-payment approach. The accounts of non-residents do not, by 
definition, appear in the total of “national” income. Hence the loss 
suffered by M in paying interest is not offse't by any income item 
elsewhere in the national accounts, as it is when interest is paid to 
the executive E. The increment to national income is therefore 
negative: minus $100. 

Final-product approach; saving and investment. M is considered to have 
“disinvested” $100. M has not, indeed, surrendered a non-money 
asset (§3). But it has done much the same thing, from the point of 
view of the national economy. It has surrendered to non-residents 
$100 worth of command over the goods and services of the economy. 
In national income accounting, a decrease in the amount of the 
money of other countries held by residents of the country in question 
is a disinvestment by that country. Likewise, disinvestment occurs if 
there is an increase in the net amount of the nation’s money held by 
non-residents. From the product approach, consequently, there is a 
minus $100 increment to national income because the residents of 
the nation have lost control over power to purchase $100 worth of its 
product. Since the concern M shows a negative income of $100, it 
dissaves $100. 

E. Sales, and Profit or Loss 

15. Of the total finished product carried in its inventory (at cost, 
$4400; see § 8), M sells a part, cost $3200, to the retail general store 
G for $9000. M also exports for $800 another part of the finished 
product, carried in the inventory at $700. M’s remaining inventory 
is therefore $500. The consequences of these transactions are noted 
in the next paragraph, which summarizes M’s activities. 

16 . Factor-payment approach. In summary, the factor payment to 
the manufacturing concern M is negative: a loss of $200. The 
income statement shows the following items: 
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■^9800 C§ 15) 

$2000 !§ 2 ) 

500 (§ 8) 

1500 (§ 5) 

- 100 (§§ 5, 15) 

3900 
$5900 

Other expenses 


Wages 

1000 (§ 6) 


Salary 

4000 (§ 7) 


Obsolescence 

801) (§ 12) 

5800 

Operating profit 


100 

Interest 


300 (§§ 13, 14) 

Net profit 


1 - 200 


Final-product approach. A summary from the product side likewise 
shows a negative entry of $200. The $200 decrease in final product 
cannot be identified by taking any single item. The following product 
has been produced: sold to the general store G, $9000; exported, $800; 
increase in inventory, $100. The following product has been used 
up in this act of production: decrease in value of machinery, $1300; 
interest paid to non-residents (a decrease in “product” from the 
nation’s point of view), $100. The balance is a net output of product 
of $8500. Of this, $1500 represents product obtained from the 
farmer F. Another $7200 worth of product was produced by the 
employees and domestic creditors, judging by the amounts going to 
them in factor payments. There is left a deficit in product of $200. 

Saving and investment. With respect to investment and saving, the 
concern has disinvested $500 and dissaved $200. It shows an invest- 
ment of $100 in inventory, a disinvestment of $1300 in the machine 
(valued at $4000 at the start of the year — § 8 — and $2700 at the end 
— § 12), and a change of $700 in its favor in its foreign balance 
(— $100 in § 14 and + $800 in § 15), or a net disinvestment of $500. 
Its saving, defined as its net income (— $200) minus zero consumption, 
is a dissaving of $200. For corporations a further element is injected 
in defining saving. Dividends paid out are subtracted; only the re- 


sales 

Cost of goods sold; 

Wages 
Depreciation 
Materials purchased 
Excess of opening inventory 
over closing inventory 
Total cost of goods sold 
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mainder is said to be saved by the corporation. In the present 
instance, however, dividends are zero, so dissaving remains $200. 

II. FARMER F 

17. The farmer F, who sells the raw materials to the manufacturing 
firm M for $1500 (§ 5), uses a simple cash-accounting system. Since 
he does not draw up a balance sheet, his books imply that every outlay 
is expensed. He pays $200 rent for farm land to an individual 
owner O. The $200 is both gross and net rent; it is assumed that O 
incurs no expenses with respect to the land. , The $200 net rent in- 
crement to national income is offset by the loss of $200 suffered by F 
so far as this transaction, viewed in isolation, is concerned. 

18. The farmer owns some of the farm land that he works, and 
the farmhouse. The house would rent for $1 50 a year. It depreciates 
$100 during the year. The depreciation might be considered as due 
to the business of farming, but it is here counted as due to personal 
consumption; that is, the supplying of shelter to the farmer and his 
family. The imputed gross rental value ($150) and the depreciation 
($100) do not ordinarily appear in the farmer’s accounts. Yet, if 
the farmer were a tenant instead of a home-owner, the $150 he would 
pay would appear in the gross income of the landlord. It would 
appear also in the total of the farmer’s expenditures for consumption. 
The landlord, subtracting $100 for depreciation, would show a net 
rental of $50. Consumption of $150 would have occurred, made 
possible to the extent of $100 by the destruction of existing assets, 
and to the extent of $50 by the creation of national income by the 
landlord. The $50 net rent or net profit would be considered a 
reward for services rendered by him in this period. To allow the 
accident of home-ownership rather than tenancy to alter these 
national income figures is held to be inadmissible; hence an estimate 
is made of the imputed gross rental and the imputed and actual costs. 

Factor-payment approach. The home-owning farmer is considered to 
receive a gross income of $150 and suffer depreciation of $100. He 
therefore receives a net imputed rental of $50, which is an increment 
to the national income. 

Final-product approach; saving and investment. The final product takes 
the form of a service (shelter) “purchased” by a consumer. Saving 
is negative ($50 income minus $150 consumption expenditure). 
Investment is negative to the same amount (depreciation), $100. 
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In the earlier year when he acquired the house, the farmer was not 
considered as spending for consumption the money that he laid out 
to have the house constructed or to purchase it from 'someone else. 
His outlay was capitalized; a balance sheet was presumed to be 
drawn up. The wages of the workmen who built the house appeared 
in the national income of that year. 

As to that part of the land that the farmer owns outright, the income 
it brings him will be reflected in an increased spread between the sales 
proceeds of his product and his money expenses. Hence no estimate 
of imputed land rent is needed to reach the correct total of national 
income. However, this rent element will appear in the form of 
“profit, “ not rent. If the farmer rented this land from an individual, 
his own profit would be correspondingly less and an increment to 
“net rent” would appear in the national income accounts. If he 
rented the land from a corporation, the payment would appear as a 
part of “corporate profits.” Thus, the size of the “net-rent” sub- 
total in the national income total compared to the “profits” sub-total 
depends largely on prevailing methods of holding real estate. 

19 . The farmer’s family consumes $300 worth, at farm prices, • 
of the produce grown on the farm. Such an item is commonly not 
recorded in the farmer’s books of account. Nevertheless, it represents 
production (hence national income) and consumption, and must be 
estimated if precise records are not available. The farmer is con- 
sidered to be buying this produce from himself, at cost. His sales 
figure is increased from $1500 to $1800, and his net income is likewise 
written up by $300. He “spends for consumption” all of this $300. 
Consequently, the national income is increased by $300 whether 
measured from the factor-payment approach (net profit increases 
$300) or from the product approach (consumer goods are increased 
$300). Saving and investment are unchanged. 

20. The farmer F also purchases $500 worth of farm supplies from 
the general store G, and $800 worth of personal supplies — food, 
clothing, household goods. 

Factor-payment approach. In summary, F has a gross income of $1 950, 
consisting of $1 500 sales to manufacturing firm M, plus imputed gross 
rent of $150 and $300 imputed gross receipts from farm products con- 
sumed on the farm. His business expenses are $800, consisting of 
farm supplies ($500), land rent paid ($200), and $100 imputed expense 
from depreciation of his house incurred in the business of “renting” 
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his house to himself. His net income is $1150. He is considered to 
have created $1150 of national income, as shown by this factor pay- 
ment of $1150. This reward will commonly be classified as $50 net 
imputed rent and $1100 net profit. But the net profit includes the 
rental value of his own farm land, and therefore in principle might 
be split between profit and net rent. In any event, the $1100 profit 
probably reflects much more the farmer’s own labor than a payment 
for ownership. A large part of it might better be included under 
wage-and-salary income in the national income accounts. There 
have not yet been devised, however, accurate enough methods of 
measuring the wage-salary element in the “profit” total of unincor- 
porated enterprises. 

Final-product approach. The ipcrement to national income of $1150 
is reached by considering that the farmer has sold $1950 worth of 
product during the year (including $450 worth of imputed product 
sold to himself), which was produced partly by calling on other persons 
for their services or material (individual owner O’s land, $200; sup- 
plies fi:om general store G, $500) and partly by wearing down an 
asset (depreciation on own house, $100), so that only the remaining 
part of the product represents his own production. The gross national 
product created by the farmer is $1250. 

Saving and investment. The farmer’s net income is $1150 and his 
expenditures on consumption total $1250 (imputed on house, $150; 
imputed on farm produce, $300; goods purchased, $800). Hence he 
dissaves $100. With respect to his farming activity proper, his gross 
investment is zero and his gross disinvestment zero also, since he 
keeps no balance sheet and expenses all outlays. But with respect 
to his activity in the real estate business, renting his house to himsplf 
balance-sheet accounting is imputed to him, and he shows a disinvest- 
ment, from depreciation, of $100. 

111. OTHER NON-FINANCIAL BUSINESS CONCERNS 

21 . A private school corporation, S, is formed in the preceding year 
by an investor, I, its sole owner. It starts the current year with $2000 
cash on hand. It borrows $10,000 from a mutual savings bank, BB, 
and $2000 firom the executive, E, of the manufacturing concern. 
Drawing down its own cash by $1000, it constructs a building at a 
cost of $13,000, by paying four building workers, BW, $1500 each and 
purchasing $7000 of materials from a building materials wholesaler. 
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X. This outlay is capitalized as an investment expenditure; the school 
corporation changes the composition of $1000 of its assets (cash into 
building) and expands its assets $12^000 by assuming liabilities of 
the same amount. 

The building is finished and the school opens early in the year. 
Tuition fees of $800 are received from the executive E, $800 from the 
proprietor O, and $500 from the investor I. A teacher, T, is paid 
$1500. Interest on the loan from the executive E takes $80, and on 
the loan from the savings bank BB, $280. Depreciation of $200 is 
recorded. Thus, the year’s gross income is $2100; expenses, $2060; 
and profit, $40. No dividends are paid. 

Factor-payment approach. As a result of all these activities, national 
income is increased at least by $40 profit plus the wages of the build- 
ing workers, the wages of the teacher, and the interest payments. 
The total increment to national income, regarded as factor payments, 
is therefore $7900. Whether the purchase of the building materials 
gives rise to any income for this year cannot be known until the 
accounts of firm X are examined in a subsequent paragraph. 

Final-product approach; saving and investment. The increment to 
national income of $7900 is computed by adding the two products 
turned out — the school building, $13,000, and the teaching service, 
$2100 — and subtracting the products used in the process — $7000 of 
building materials and $200 of the building itself. Gross investment 
by S is $13,000, depreciation is $200; hence net investment by S 
is $12,800. Corporate saving by S is $40. 

22, The building-materials wholesaler, a corporation, X, starts 
the year with inventory of $10,000, ends it with $4000, and incurs no 
expenses at all. Its $7000 sale to the school S is therefore made 
wholly by drawing down inventory $6000. The difference, $1000, is 
recorded as national income. It is profit, a factor payment presumed 
to be due to the activity rendered during the year in making the sale. 
The increment to national income viewed as product is $7000 pro- 
duced and sold to S, minus the $6000 of materials drawn from the 
stockpile to make the sale. X has disinvested $6000 and produced 
$1000 of product to match S’s investment in building materials of 
$7000. X pays no dividends; hence corporate saving is $1000. 

23 . A corporate automobile dealer A, like the building-materials 
concern X, makes a sale by drawing down its inventory. It sells a 
car to owner O for $1000. At the start of the year its inventory con- 
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sists of cars with a cost value of $15,000; at the end of the year, $14,200. 
Its profit on the $1000 sale to O is therefore $200. It pays no divi- 
dends. 

24. A real estate corporation L, wholly owned by the investor I, 
rents a store building to the general store G and a dwelling to the 
manufacturing worker W, receiving $200 from the former and $250 
from the latter. Depreciation on these two properties totals $300, 
and tliere are no repairs or other expenses this year. Hence L’s 
profit, its factor payment in national income, is $150. From the 
product approach, L is considered to render services worth $450, 
of which $300 is obtained by wearing out existing assets. It pays 
$200 in dividends; corporate saving is therefore minus $50. It dis- 
invests $300 (depreciation). 

25. O, an individual, is the sole owner of seven dwellings rented to 
various members of this hypothetical economy. 

Factor-payment approach. The gross rentals are: from E, $800; N, 
$300; the four building workers, BW, $300 each; and a retired clerk, 
G' (§ 41), $200; a total of $2500. The only business expense of O 
this year is depreciation, $1600. Hence his net rental from the 
dwellings is $900. lie also receives $200 from farmer F as rent of 
farm land. Consequently, the national income received by O, 
viewed as a factor payment, is $1100. 

Final-product approach. O is considered to have sold $2700 worth 
of product, obtained partly by wearing out already produced assets 
($1600). The product he sells is not tangible; it is the use of land 
and buildings. Part of it — the land rent — becomes embodied in 
the tangible results of the farmer’s activities, the raw materials he sells. 
The rest of O’s product is already in its final form, a consumer service 
rather than consumer goods. 

26. O is an equal partner with the investor I in a general store G. 
The profits of the store, as wifi, be shown below (§ 43), are $4580 for 
the year. O draws out of the business for his personal use only $300 
of his $2290 share. However, prevailing national income accounting 
does not distinguish such withdrawals. It notes only the shme in the 
profits, and counts it all in the partner’s personal income for the year. 
Earlier attempts to divide entrepreneurial profits into withdrawals 
and profits retained in the business have not been maintained because 
of scantiness and unreliability of data. The term “entrepreneurial,” 
as it appears in United States discussions of national income, has a 
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special sense, much narrower than in general economic discussions; 
it refers only to owners of unincorporated concerns. 

O owns his home, which has a gross rental value of $500 and de- 
preciates by $300. 

Factor-payment approach and final-product approach. Consequently, 
O’s total net income is $3590: net rental from dwellings, $900; land 
rent, $200 ; share in store profits, $2290; imputed net rent, $200. The 
total product that he turns out himself consists of the services of the 
dwellings and land, worth $900 + $200 -)- $200, or $1300 after sub- 
tracting depreciation. , 

27 . As co-owner in the partnership G, O is here credited, in his 
personal accounts, not only with his share of the partnership’s profits, 
but also with his share of its saving and investment. These amounts 
are given in § 44, 

IV. CONSUMERS 

28 . The automobile that owner O purchases for his private use 
for $1000 (§ 23) has an estimated gross rental value of $350. It 
depreciates by $300 during the year. Under prevailing methods of 
national income accounting, however, this $1000 outlay is treated 
as an expenditure for consumption. In principle, it could be treated 
as is the outlay for a house; the $1000 could be considered an expendi- 
ture for investment, not consumption. During each year of use, 
a gross rental value- would be estimated. From this would be sub- 
tracted the depreciation and repairs, giving a net imputed profit or 
loss. Consumption each year would equal the gross rental value. 
The only reason for not so treating the automobile, or all other con- 
sumer goods that last more than a year, in addition to houses, is the 
difficulty in gathering or estimating these annual data. 

By counting the entire outlay as a consumption expenditure in the 
year of purchase, the accounts overstate the actual amount of con- 
sumption in that year and understate it for later years. Also, the 
accounts fail to show any net imputed rent for the current and later 
years, and to this extent national income (and consumption) even 
over a period of years is understated. For some of the years national 
income may be overstated, since the depreciation and obsolescence of 
the automobile may prove to be greater than its gross rental value. 

29 . O spends $1200 on food, clothing, and household supplies, 
at the general store G. Because he is a part owner of the store, he 
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gets a 20 per cent discount; any other consumer (except his co- 
partner I) would have to pay $1500. In principle, O might be con- 
sidered as receiving $300 hidden profit. To bring this profit into the 
open, G’s sales would be increased by this imputed $300, and its 
profit likewise; the $300 extra profit would be credited, to O as a 
partner in the concern, and his consumption would also be marked 
up $300. National income would be increased by $300. On the 
other hand, it may be argued that the extra $300 obtained in a normal 
sale represents largely the added effort needed to sell to ordinary 
customers. So far, the arguments against inclusion have weighed 
more heavily with the national income analysts than those for inclu- 
sion. It is difficult to get data even on the wholesale value of “sales” 
to the store owner. In many cases he does not go through the formal- 
ity of recording a sale, but simply takes the goods off the shelves, so 
that the firm shows a smaller profit or a larger loss by the full amount 
of these goods. 

O also spends $800 for tuition at the private school S. 

Saving and investment. The consumption expenditures of owner O 
therefore total $3500; house, $500 (§26); car, $1000 (§28); food, 
clothing, and household supplies, $1200; tuition, $800. His total 
net income is $3590 (§ 26). His saving is therefore $90. 

He engages in no gross investment during the year. He disinvests, 
to the extent of $1900, tlirough depreciation on the houses he rents 
to others and the house in which he lives. Hence his net disinvest- 
ment is $1900, apart from the foreign disinvestment by his firm G, 
the general store, to be noted in § 44. 

30 . Each of tire four building workers BW spends $1200 on food, 
clothing, and supplies at the store G, and pays $300 rent to owner O, 
saving nothing from his $1500 wages. 

31 . During the year the night watchman N borrows $100 from the 
executive E and pays him $8 interest. N applies the loan to personal 
expenses not connected with the acquisition of any durable asset that 
might be considered to yield imputed rental. Although opinion is 
somewhat divided on the treatment to be given such an interest 
payment, the prevailing practice is to consider it not a payment for 
production, hence not an element in national income. Consequently, 
it is excluded from the accounts in the present illustration. 

The night watchman spends $800 at the store G and pays $300 rent 
to owner O. Since his wages are only $1000, )ie dissaves $100. 
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32 . The teacher T at the school S owns his home, which has an 
estimated gross rental value of 1f200, The estimated depreciation 
during the year, however, is greater than this rental figure; it is $300. 
T spends $1200 on food and other items at the store G. His salary 
is $1500. 

Factor-payment approach. T’s total factor payment is $1400, made up 
of his salary ($1500) and a negative imputed rent of $100 on his 
house. He holds a house worth only $200 a year that depreciates 
$300 a year. 

Final-product approach. His services have a value of $1500, but in 
his capacity as landlord'he decreases wealth by $100. 

Saving and investment. His consumption expenditure for dwelling 
accommodation might seem to be $300, but it is only $200; viewed as 
a consumer buying from himself, he spends only $200 (gross imputed 
rental value). His saving, so far as the house alone is concerned, is 
income (— $100) minus expenditure on consumption ($200), or 
— $300. His saving on money transactions is a positive $300, so his 
total net saving is zero. His investment is — $300 (depreciation) . 

33. The worker W at the factory M spends $30 on work clothes 
and $1670 on other clothing, food, and house supplies at the store G. 
He rents a house from the real estate corporation L for $250. 

Saving and investment. W’s expenditures for personal consumption 
are considered to be $1950, not $1920. National income accounting 
does not count expenditures for work clothing and similar items as 
chargeable against wages or salary in computing net income. If it 
did, national income in this hypothetical economy would be $30 
less than it is now computed to be. W’s wages are $2000, his saving 
is $50, his investment zero. 

34. The executive E of the manufacturing concern M receives $8 
interest on the $100 loan made to the night watchman N for personal 
living expenses, but this is not counted in national income as a factor 
payment (§31). 

Factor-payment and final-product approaches. E also receives $200 inter- 
est on bonds of tlie manufacturing firm M, $80 interest on his $2000 
loan to the private school corporation S, $4000 salary from M, and 
$140 salary from tire savings bank BB, making total receipts $4420. 
Each of these items represents a net factor payment and also a product, 
a type of service. 

Saving and investment. E spends $800 tuition at the school S, $2000 
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on food and other items at the retail general store G, and $800 on 
rent to the individual owner of real estate O. Consequently, he spends 
$3600 on consumption and saves $820. His investment, gross and net, 
is zero. 

35. G is a clerk employed by the general store G. He owns his 
home, and pays $300 interest and $200 amortization on a loan from 
the savings bank BE. The depreciation for the year is estimated at 
$240; the gross rental value, $600. The amortization payment does 
not affect the national income accounts; it is simply an exchange of 
one type of “money” (cash) against another (debt) (see § 3) . C’s 
consumption expenditure on housing is thetefore $600, and his net 
imputed income from owning tlie house, $60. 

G is credited with $40 interest on his deposit in BB, but this is not 
counted in his personal income (see § 36). He spends $1600 on food, 
clothing, and household supplies, buying them from the store G at 
retail prices. A summarization of G’s accounts is postponed until the 
contributions to his pension fund can be considered (§40). 

V. SAVINGS BANK AND COMMERCIAL BANK 

36. Corporation BB is a mutual savings bank. For simplicity in 
illustration, it is assumed to have no expense aside from $140 a year 
salary to the factory executive E, who spends part of his time managing 
the affairs of the savings bank. 

During the year the savings bank purchases securities from the 
investor I, at a cost of $4000, and makes a loan of $10,000 to the 
private school corporation S, of which I is the sole owner. 

In an earlier year the savings bank made a loan of $6000 to the 
clerk G in the general store, on a mortgage on his home. During 
the year the bank receives $300 interest and $200 amortization on 
Gs mortgage, and $280 interest on the loan to S, The savings bank 
has only two depositors, C and I. It credits the former with $40 
interest and the latter with $400. 

If the savings bank were like the usual business, the interest re- 
ceived might be considered its gross income, the executive’s salary an 
expense, and the remaining $440, net income to the depositors. All 
these transfers together would produce $580 of national income: $140 
salary and $440 interest paid to individuals. But this reckoning would 
drop something out that belongs in national income. The savings 
bank differs from the usual private business firm, for it gives services 
away, free of direct charge. 
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In effect, it acts as an investment counselor and manager for the 
individuals by taking their liquid funds and putting these funds out 
to earn interest and dividends, and it does this without any direct 
charge. The bank also supplies passbooks and other services free of 
charge. ' 

Factor-payment approach. It is as if the two depositors C and I had 
invested their funds themselves, received the $580 interest themselves, 
and then paid E $140 salary. The salary payment would be a per- 
sonal expenditure by G and I for investment advice and service. 
The increment to national income is therefore $720. This result 
may be achieved in the computations by ignoring the $440 actually 
credited to the depositors C and I. Instead, the full $580 is entered 
as if it were received by G and I as investors, jointly. The $140 salary 
is also included as a factor payment to E. In practice it will not be 
possible to isolate G and I as individual investors. The $580 invest- 
ment income may be credited instead to the savings bank, considered 
for this purpose as an “aggregation of individuals.” There is no 
profit item for the bank, it being a mutual savings bank. 

Final-product approach. Two sets of product are involved in this 
instance. One consists of the services yielded by the house that G 
lives in and the school building. Part of the services rendered by 
these two buildings is reflected in the $580 interest income received 
by G and I, or rather by the savings bank on their behalf. In 
addition, there is the service rendered by the mutual savings bank; 
- this is worth $140, and is represented by the activity of the execu- 
tive E, 

Saving and investment. The treatment suggested here implies that G 
and I have a joint personal expenditure of $140, purchasing personal 
investment advice. This consumption item must be entered some- 
where in the national income accounts in computing total consump- 
tion expenditure. Ideally, it would be allocated between C and I. 
But in practice it will be necessary to say that the consumption ex- 
penditure is made by the savings bank itself as an aggregation of 
individuals. In Table 1 (§ 45) of this chapter, a $140 “individual con- 
sumption expenditure” item will appear under BB — ■ the only case 
in which a business firm is credited with “consumption” outlay. 
Similarly, BB will be shown to save $440 as an aggregation of indi- 
viduals, the difference between the $580 interest income and the 
$140 consumption outlay. 
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37 . B is a commercial bank. It receives $100 interest on a short- 
term loan of $2500 made in the current year to the store G. It pays 
no interest to its depositors, and, for simplicity, is assumed to have no 
operating expenses. Its profit is, therefore, $100, which it pays out 
in a dividend to its sole stockholder, I. 

Like the savings bank, the commercial bank renders certain services 
free of charge, chiefly the handling of checking accounts. Like the 
savings bank, it receives interest on loans and investments that equal 
the deposits entrusted to it (disregarding reserve requirements and 
some other matters). It is as if the bank ^depositors received the 
$100 interest as their individual incomes and then paid it to the bank 
for the services it renders. But in this instance such a payment would 
not be an expenditure for persqnal consumption. It would be instead 
a business outlay, for it is assumed here, for simplicity, that the com- 
mercial bank renders free services only to business firms. 

Factor-payment approach. The $100 interest is imputed to the deposi- 
tors, who are unspecified business firms. This interest can be counted, 
in computing the total of factor payments, only if the imputed ex- 
penditure that these firms make in “purchasing” bank services is 
also included. Otherwise profits will be overstated. The same result 
is reached by ignoring the $100 imputed item altogether. The 
profit of the bank, $100, must be included in any case. Consequently, 
the total factor payment in this case is only $100. 

Final-product approach. Again, as in § 36, there are two types of 
product to consider, but the net result is different from that in § 36. 
There is $100 of product consisting of credit accommodation, produced 
by B and sold to G, and transmuted by G into the product, retail 
service, which it dispenses. This product is represented by G’s inter- 
est payment to the bank B. Then there is the service product that 
the bank B renders to its business-firm depositors in handling checking 
accounts, for example. This service is also worth $100. But it 
cannot be included unless, in computing the products turned out by 
these firms, a corresponding subtraction is made for the using-up of 
this imputed product. As under the factor-payment approach, the 
corr;ect total of product can be reached by ignoring the imputed 
product to business altogether. 

Saving and investment. Corporate saving by the bank B is zero, $100 
profit minus $100 dividend. Investment, gross or net, is zero. 

The techniques adopted here with respect to the savings bank and 
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the commercial bank are somewhat arbitrary. A better understand- 
ing of the issues involved can be obtained from the discussion in 
Chapter 5, §§ 58-61. 

VI. INVESTOR: CAPITAL GAINS 

38 . The investor I owns all the stock in corporations A (automobile 
dealer), B (bank), L (real estate corporation), M (manufacturing con- 
cern), S (school), and X (wholesale building-materials dealer). He 
thus receives $300 in dividends ($100 from B — § 37 — and |200 from 
L — § 24). The savings bank BB credits him with $400 interest on a 
deposit, but for reasons 'given in § 36, this amount is not counted in 
his personal income. His income includes a one-half share ($2290) 
in the profits of the general store G, of which he withdraws for his 
personal use $300. Like the owner O, he spends $1200 at store G for 
food, clothing, and household supplies, at 20 per cent below the retail 
price (§ 29). He pays $500 tuition to the school S. He owns his 
home, which has a gross rental value of $200 and which depreciates 
by $200. 

39 . At the start of the year he holds securities with a market value 
of $10,000. During the year he sells some of them to the mutual 
savings bank BB for $4000; these securities cost him $2000 in an 
earlier year, and were worth $3000 (market value) at the start of the 
current year. The remaining securities, which cost him $5000 in an 
earlier year, have a market value of $7000 at the start of the year and 
$8000 at the end. Consequently, the investor realizes a gain of $2000 
on the securities sold (of which $1000 accrued during the current 
year), and at the end of the year he has an unrealized gain of $3000 
accrued on the remaining securities, of which $1000 accrued during 
the current year. These amounts, however important they may be to 
the investor I — for example, in helping him to decide how much he 
can afford to spend on consumption during the current year — are 
ignored in national income accounting. Gains from the sale of repre- 
sentative intangibles (see § 3) are not considered an element of na- 
tional income, and losses from the same source are not subtracted. 
Indeed, even gains from the sale of assets (as defined in § 3) are com- 
monly regarded as “capital gains,” and therefore not included, if the 
asset is something not held for sale in the normal course of business, 
as, for example, the land and building used by an enterprise, A cor- 
responding amount of net investment is excluded, at least in money 
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terms, before correction by a price index. The problem of inclusion 
posed by such items is discussed in Chapter 5, §§ 33-37. 

Factor-payment approach. I’s individual income is therefore set at 
$2590, but only $2290 of this amount is national income. The $2290 
is payment for his risk-bearing and managing with respect to the 
partnership G. The rest of his individual income is dividends, already 
counted in national income as part of the profits of corporations. 

Final-product approach. The counterpart of the $2290 in terms of 
product consists of a part of the retail service rendered by the store G, 

Saving and investment. I’s saving is his individual income ($2590) 
minus consumption ($1900), or $690. The dividends can be included 
in computing his income for this purpose, since they were subtracted 
in computing corporate saving. I disinvests $200 through deprecia- 
tion of his home, and to him may be attributed one half of the $600 
disinvestment by the store G, to be explained below (§ 44). 

VII. PENSIONNAIRES 

40 . The store G pays the clerk C $2000 in wages. In addition it 
pays $20 into a fund from which G will draw a pension when he 
retires. C also contributes $20 to the fund. 

Factor-payment approach. The $20 that the store contributes to the 
pension fund is counted as current income to C. It is listed under 
“supplements to salary and wages,” or some similar caption, in the 
current series of national income compilations. The total net income 
of G, therefore, is $2020 plus $60 imputed rent (§ 35), or $2080. 

Final-product approach. The net product produced by G is reflected 
by the services he renders to G, which become embodied in the 
products sold by G, and the net service he renders, as a landlord, 
to himself. The gross national product he produces is $2320 (the 
part of the $600 gross rental represented by the interest payment, $300, 
is considered to be produced by the creditor, BE). 

Saving and investment. Of G’s total net income of $2080, $40 goes 
to the pension fund. In computing the total amount of saving done 
by the economy, this $40 of saving may be attributed either to the 
employee or to the pension fund, but not, of course, to both. For 
convenience in tabulation, it is here attributed to the pension fund. 
C’s individual income, as distinct from his total net income, is there- 
fore considered to be only $2040. He spends $2200 (§35). Gonse- 
quently, he dissaves $160. Because of the depreciation occurring on 
his house, he disinvests $240. 
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41 . G' is a retired clerk, living on past saving and a pension of 
$600 a year from the pension fund. He buys $700 worth of food, 
clothing, and supplies at the store G, and pays $200 rent to the 
owner O. His total net income (as a part of national income) is 
zero, since he is engaged in no activity. But his individual income is 
$600. He spends $900 on consumption; hence he dissaves at least 
$300. The remaining $600 of dissaving may be listed under his name 
or the pension fund, but not, of course, under both. For convenience 
in tabulation it is here listed under the pension fund. 

42 . The pension fund PF shows $40 income from contributions. 
It is assumed to have ho income from investments during the year, 
but if it did the income would be attributed to the fund, not to any 
particular individual. The payment of $600 pension results in a net 
dissaving of $560 by the pension fund. It undertakes no investment. 

VIII. PARTIAL RECAPITULATION THROUGH ACCOUNTS OF GENERAL 

STORE G 

43 . The general store G is the only other entity in the hypothetical 
economy. All but one of its items can be assembled from the in- 
formation given on the other entities above. Every one of G’s items 
involves someone else in the economy, excepting only dealings with 
foreigners. 

Factor-payment approach. The factor payment to the concern G 
is its profit (attributed one half to each of the two partners, O and I). 
The profit is computed in its accounts for the year as follows: 


Sales to: 

4 BW’s (building workers, § 30) $4800 

C (clerk, § 35) 1600 

G ' (retired clerk, § 41) 700 

E (executive, § 34) 2000 

F (farmer, § 20) 800 

F (farmer, § 20) 500 

I (investor, at 20% below retail price, § 38) 1200 

N (night watchman, § 31) 800 

O (owner, at 20% below retail price, § 29) 1200 

T (teacher, § 32) 1200 

W (worker, work clothes, § 33) 30 

W (worker, other expenditures, § 33) 1670 

Total $16,500 
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Expenses: 

Interest to commercial bank B (§ 37) $100 

Rent to real estate corporation L (§ 24) 200 

Purchases from manufacturing firm M (§ 15) 9000 

Wages to clerk C, including payment to pension 
fund (§ 40) 2020 

Imports 600 

Inventory 

Start of year $4000) 

End of year 4000j 0 

Total 11,920 

Profit $4,580 

Withdrawn by I $300 

by O 300 


Final-product approach. The product corresponding to this $4580 
cannot be isolated physically. It consists of the service of retail 
trading, a service embodied in the things the customers buy. 

44 . Saving and investment. In this illustrative example, a partner- 
ship or a sole proprietorship is not itself an independent entity. 
Unlike a corporation, it is not listed in the present set of accounts 
as itself receiving income, or performing saving or investment. These 
activities are attributed to the owners. The partnership as a whole 
shows a net income of $4580; this has been entered under I ($2290) 
and O ($2290). Taking the year as a whole, the partnership neither 
invests nor disinvests, domestically; had it done either, the entry 
would have been made one half under I and one half under O. But 
the partnership does disinvest internationally. By importing $600 
worth of goods, which are included in computing domestic investment 
or disinvestment, the store G causes the economy as a whole to decrease 
its net claims on foreigners by $600. This act of disinvestment is 
attributed half-and-half to I and O. 

This treatment of non-corporate investment cannot, however, be 
followed in practice; investment is instead subdivided according to 
type, as shown in Chapter 6, §§ 31-53, 

IX. GENERAL RECAPITULATION OF HYPOTHETICAL ECONOMY 

45 . Table 1 recapitulates the items of the entire hypothetical 
economy. 

Factor-payment approact Of the $25,800 national income created 
during -the year, $16,660 was paid to labor, $2170 was paid to land- 
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lords and creditors, and $6970 went to business owners as net profits 
(see the totals of the first four rows in the last column) . Not all of the 
$25,800 was paid in money. The farmer received $300 in the form 
of produce raised and consumed on his own farm; this is included in 
the “profits” row in column F. And the home-owners (the clerk C, 
the farmer F, the investor I, the owner O, and the teacher T) were 
credited with a total of $210 imputed net rent on their houses; this 
amount is included in the items in the row “interest, net rent.” 

Final-product approach. Viewed as product, the national income was 


constituted as shown in Section IV of Table 1 : 

Goods and services sold to consumers, including “sale” 
of imputed goods and services (row 19) $23,940 

Goods and services exported (by the manufacturing 
concern M, included in row 17) 800 

Increase in inventories by firms showing an increase 

(M, included in row 14) 100 

All other assets (see § 3) created by business firms during the year 

(by the school S, included in row 14) 13.000 

Total $37,840 

minus the product, produced in an earlier year or in another nation, 
used up in turning out the product listed above; 

Goods and services imported, including $100 service of loan (in- 
cluded in row 17) $700 

Decrease in inventories by firms showing a decrease (by automobile 

dealer A and materials dealer X, included in row 14) 6,800 

All other using-up of assets during the year, through depreciation 

and obsolescence (row 15) 4,540 

Total $12,040 

Net national product (sum of rows 18 and 19) $25,800 


The gross national product is computed as above except that no 
account is taken of the non-inventoried assets used up during the 
year. Hence, gross national product is $25,800 -i- $4540, or $30,340! 
It is usually stated in the following segments (the business-tax element 


is introduced in chapter 4, §§ 8-10): 

Goods and services sold to consumers $23,940 
Durable assets produced 13,000 

Net increase in inventories — 6,700 

Net export balance 100 

Gross national product $30,340 
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Saving and investment. The incomes of individuals totaled only 
$25,370 because (a) corporations paid out |990 less in dividends than 
they earned in net profit (they “saved” $990), as shown in row 11, 
and (b) the pension fund paid out to individuals $560 more than it 
received, as shown in row 7. 

Individuals spent $23,940 on consumption, including $300 imputec} 
consumption outlay on food by the farmer and $1650 imputed gross 
rental on owner-occupied dwellings. 

Individuals, therefore, saved $1430 out of their individual incomes. 
This, added to the corporate saving of $990 and the pension-fund 
saving of — $560, gives a total saving of $1860 for the economy. 

Gross domestic investment is $6300. This item is a combination of 
gross and net sub-items. It is made up of gross capital formation 
through construction, by the scTiool S, of $13,000, and a series of net 
changes in inventory year-beginning and year-end positions: the 
automobile dealer A, - $800; the manufacturing concern M, -j- $100; 
the building-materials dealer X, — $6000. 

Depreciation and obsolescence being $4540, the net domestic in- 
vestment is $1760. The net change in claims held by this economy 
against other economies is $100. Total net investment is therefore 
$1860. This is the same as total net saving. The equality of saving 
and investment for the economy as a whole is a necessary consequence 
of the definitions of saving and investment. It holds true, even 
though no one of the persons in the economy shows saving equal to 
his investment; in the present instance saving equals investment only 
for the farmer F, by coincidence, and for the bank B and each of 
the four building workers BW, who show zero on both items. For 
any one transaction, as contrasted with any one individual, saving 
always equals investment. The discussion of the manufacturing firm 
M in §§ 2-16 indicated why this must be so, but a full understand- 
ing of the matter cannot be gained from the illustrations in this 
chapter. Chapter 8 attempts to give such an understanding. 

In Table 1, the first four lines, grouped under Section I, present 
the national income under the factor-payment approach. Section IV 
presents it under the final-product approach (the sum of items 16, 
17, and 19). Sections 11 and III deal with individual income and 
with consumption and saving. They follow Section I because they 
are derived from the data given under the factor-payment approach 
with the one exceptiom of consumption, which is one of the final- 
product components. 
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X. THE BUSINESS-FIRM ITEMS IN TERMS OF ACCOUNTING 

46. In real life, the single transactions or acts that are the ultimate 
building blocks of the national income structure (§1) are far more 
varied and numerous than the simplified illustration above would 
indicate. The accounts of the firm M, for example, have been 
simplified in the following ways, in cost-accoimting terminology. 
The credit in the raw materials account involves a transfer to finished 
goods instead of goods in process or factory-service (overhead) cost, 
thus skipping one or more stages. When direct labor is applied 
(worker W), the credit to cash is reflected at once in a debit to fin- 
ished goods, thus skipping the charges and credits to vouchers pay- 
able, labor, and goods in process, or factory-service cost. 

If the firm uses only general accounting methods, not cost account- 
ing, the analysis in §§ 2-16 is too elaborate to be a correct picture 
of the actual building blocks available in the business firm’s records. 
However, for any one of the transactions, the firm’s records undei 
general accounting would show the results indicated, if it is supposed 
that the concern started its accounting period just before and closed 
it just after the transaction occurred. 

47. There is a close correspondence between the concept “invest- 
ment” in national income analysis and certain types of entry under 
cost-accounting procedure. Investment by a particular firm, in the 
national income sense, is evidenced by a credit to cash or vouchers 
payable that is accompanied by a debit to real-asset accounts; raw 
materials, goods in process, finished goods, or plant, machinery, and 
equipment. The charge may be direct, or indirect through a factory- 
service (overhead) cost account. Investment is not evidenced by 
those credits to cash or vouchers payable that are accompanied by 
charges to accounts like vouchers payable, labor, selling and distribu- 
tion cost, or financial cost, or to asset accounts that represent financial 
claims or claims to future performance, for example, loans receivable 
or prepaid insurance. “Disinvestment” is shown by a credit to raw 
materials, goods in process, finished goods, or plant, machinery, and 
equipment (as in depreciation) that does not give rise to a charge to 
any of these same accounts either directly or through a factory-service 
cost account. 



TABLE 1 


National Income and Component Elements for Complete 
Hypothetical Economy (no Government Operations) 



A 

B 

BB 

4BW'5 

c 

C' 

E 

F 

I. National Income as 

Factor Payments 

1. Salaries, wages, etc. 

0 

0 

0 

6,000 

2,020 

0 

4,140 

0 

2. Interest, net rent 

0 

0 

580 

0 

60 

0 

280 

50 

3. Profits 

200 

100 

0 

0 

0 

0 

0 

1,100 

4. National income 

200 

100 

580 

6,000 

2,080 

0 

4,420 

1,150 

(1+2 + 3) 

II. Deriving Individual In- 
come from National 
Income 

5. Dividends paid by 

0 

100 







6 . Dividends received 
by (Individuals) 



0 

0 

0 

0 

0 

0 

7. Payments to (— ) or 
from ( + ) pension 
fund 

0 

0 

0 

0 

-40 

600 

0 

0 

8. Individual Income 



580 

6,000 

2,040 

600 

4,420 

1,150 

(1 4- 2 -H 3 [F, 1, 

01 + 6-1-7) 

III. Consumption and Saving 

9 . Individual con- 
sumption (see 19) 



140 

6,000 

2,200 

900 

3,600 

1,250 

10, Individual 

saving (8 — 9) 


! 

440 

0 

-160 

-300 

820 

-100 

1 1. Corporate saving 
(3 [except F, 1, O] 
- 5 )‘\ 

200 

0 







12. Pension fund saving 









13, Total saving 

200 

0 



-160 

-300 

820 

-100 

(10+ 11 + 12) 



H 







Reference Key to Table 1 
; See paragraphs 

A Automobile dealer, corporation 23 , 28 , 38 

B Commercial bank, corporation 37, 38, 43 

BB Mutual savings bank, non-profit corpora- 
tion 21, 34-38 

BW Building worker 21, 25, 30, 43 

G Clerk in store G 35, 36, 40, 43 

























TABLE 1 (continued) 

National Income and Component Elements for Complete 
Hypothetical Economy (no Government Operations) 



G 

1 

L 

M 

N 

o 

ff 

S 

T 

W 

X 

Total 

1. 

0 

0 

0 

0 



0 

0 



0 

16,660 

2. 

0 

0 

0 

0 



0 

0 


0 

0 

2,170 

3. 

[4,580] 

2,290 

150 




0 

40 

0 

0 


6,970 

4, 


-2,290 

ISO 



3,590 

0 

40 

1,400 

2,000 


25,800 

5. 




0 



• 

0 



0 

300 

6. 

0 




0 

0 

0 


0 

0 


300 

7. 

0 

0 

0 

0 

0 

0 


0 

0 

0 

0 

560 

8. 

0 

2,590 



■Hili 

3,590 

[40 

receipts] 

■■ 

1,400 

2,000 


25,370 

9. 

0 








1,400 

1,950 


23,940 








outlay] 






10 . 

0 

690 




90 



0 

50 


1,430 

11 . 



-50 





40 



. 1,000 

990 

12. 







-560 





-560 

13. 

0 

690 

-50 



90 

-560 

40 

0 

50 

1,000 

1,860 


Reference Key to Table 1 — Conlimed 


G' Retired clerk of store G 
E Executive in concern M 
F Farmer 

G General retail store 


25, 41, 43 

7, 13, 21, 25, 31, 34, 3<5, 43 
5, 16-20, 25, 43 
15, 16, 20, 24, 26, 27, 29-35, 
37, 38, 40, 41, 43, 44 
21, 24, 26, 29, 36-38, 43, 44 


I Individual investor 






















TABLE 1 (continued) 

National Income and Component Elements for Complete 
Hypothetical Economy {no Government Operations) 



A 

B 

BB 

4 BW’s 

C 

C' 

E 

F 

IV. National Income 
as Product 

14. Gross domestic 









investment 

15. Depreciation and 

-800 

0 

0 

0 

0 

0 

0 

0 

obsolescence 

16. Net domestic 

0 

0 

0 

0 

,.240 

0 

0 


investment ( 14-15) 
17. Change In foreign 

-800 

0 

0 

0 

-240 

0 

0 


balance 

18. Net investment 

0 

0 

0 

0 

0 

0 

0 

0 

(16 4- 17) 

19. Individual 

-800 

0 

0 

0 

-240 

0 

0 


consumption: 



140 




3,600 

1,250 

t. Work clothing 

11. Food, other 
clothing, house- 
hold supplies, 



0 

0 

0 

0 

0 

0 

etc. 



140 




2,000 


Ill, Tuition 



0 

0 

0 

0 


0 

iv. Money rent 



0 


0 



0 

V. Imputed rent: 
o. Imputed 

net rent 



0 

0 


0 

0 

150 

(on equity) 





60 



50 

b. Ipterest paid 








0 

c Depreciation 





240 




20. National Income 

(18 + 19) 

■ 

0 

140 

6,000 

1,960 

■ 

■ 

1,150 


Reference Key to Table 1 — Continued 


L Real-estate corporation 
M Manufacturing concern, corporation 
N Night watchman employed by M 
O Individual owner of real estate 

PF Pension fund set up by store G 


24, 33, 38, 43 

2-16, 17, 20, 33, 34, 38, 43 
6, 25, 31, 34, 43 
17, 20, 21, 25-29, 30, 31, 34, 
38, 41, 43, 44 
40-42 













TABLE 1 (concluded) 


National Income and Component Elements for Complete 
Hypothetical Economy (no Government Operations) 



S Private school 21, 22, 29, 32, 34, 36, 38 

T Teacher in S 21, 32, 43 

W Worker in concern M 2, 4, 24, 33, 43 

X Wholesaler of building materials, cor- 
poration 21, 22, 38 


Non-residents 


14-16, 43, 44 










1 . The data given for the illustrative economy in Chapter 2 may 
of course be summarized in many ways other than those exemplified 
by Table 1 . Among the summaries of most interest to those specializ- 
ing in national income analysis are inter-industry purchases and sales 
(Tables 2 and 3), national income distributed by industry of origin 
(Table 4), and money-flow tabulations (Table 5). Other types of 
summaries, not very usefully illustrated by so small an economy, are 
discussed in later chapters. 

I. PURCHASE-AND-SALE TABLE 

2 . The transactions of each member of the economy with each of 
the other members can be shown in a purchase-and-sale tabic. 
Table 2 is a purchase-and-sale table for the entire hypothetical 
economy. Each transaction is entered twice, once in the buyer’s row 
and once in the seller’s row. For example, the executive E buys 
$2000 worth of food, clothing, and supplies from the general store G. 
In the E row, the item is entered in column G. The entry appears 
in the upper half of the E row, an indication that the occupant of 
the row (the executive E) is a buyer. In the G row the item is entered 
in column E. Here the entry is in the lower half of the row, to indicate 
that the occupant of the row (the general store G) is a seller. 

Two entries for the item would not be needed if each row repre- 
sented only buyers and each column only sellers. Then the $2000 
item could appear only once, in row E, column G (and not in row G, 
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column E). This procedure is followed in Table 3. But the double- 
row system makes more convenient a comparison of the two kinds 
of dealings of any two entities with each other. The table shows 
readily that the clerk G sold $2020 of his services to the store G 
while buying $1600 of goods from the store. 

In the “Total” columns at the right, each cell shows the total pur- 
chases (upper half of cell) and the total sales (lower half) . The first 
of the “Total” columns includes in the total all purchases, whether 
for business purposes or for personal consumption. The second 
“Total” column includes in purchases only business expenses — in- 
cluding, however, depreciation on owner-occupied houses. In this 
column, therefore,- the difference between purchases and sales in 
any row gives the net income of the person in that row. (The term 
“person” is used in its legal sense, including individuals and corpora- 
tions.) This subtraction is performed and the result is entered in the 
last column, “Net Factor Payments.” The figures in the last column 
are the same as those in row 4 of Table 1. 

3 . If a business concern makes sales by drawing down its inventory 
a certain amount, it must be considered as “purchasing” that amount 
of inventory (from itself) . Otherwise its net factor reward would be 
overstated. For example, the automobile dealer corporation A is 
considered as buying $800 of inventory from itself (row A, column A) 
in order to make the $1000 sale to O. The fact that this “purchase” 
is not a money transaction, but merely an intra-firm bookkeeping 
entry, is indicated by underlining. 

If an individual owns his own home which depreciates during the 
year, he is considered to be “purchasing” that amount of house value, 
just as the automobile dealer “purchases” the amount of inventory 
outflow. The sales side of this transaction is entered in the form of 
imputed gross rental. Then, if the imputed gross rental exceeds the 
depreciation (plus any other costs), the ownership of the house has 
brought the owner a net imputed rental. For example, G is recorded 
as purchasing from himself $240 worth of depreciation of house and 
selling to himself $600 worth of house accommodation (row G, 
column G) . He purchases the use of money from BB for $300 interest, 
so his net imputed rental is $60. This figure, added to his salary of 
$2020, gives his total net income of $2080 (last column). The im- 
puted sale (gross rental) and the depreciation, being non-money 
items, are underlined. 



TABLE 2 

Purchase and Sale Table for Hypothetical Economy 



300 280 580 580 

[200 






































































TABLE 2 (continued) 

Purchase and Sale Table for Hypothetical Economy 


Net 

Factor 

Pay- 

ments 

O 

52 

0 


800 

1,950 

1 

1 

1 

Totol 

1,600 

1,950 

1 1,920 

16,500 


i 

1 

009 

X 

i 

1 

i 

1 

> 

1 

1 

1,700 

K 

1 

1 

1 

1 

* 

1,200 

Vi 

1 

1 

i 

1 

1 

IL. 

a. 

1 

1 

1 

■1 

o 

200 

[300 

profit 

with- 

drawn] 

1,200 



z 

1 

J 

800 

s 

1,500 

9,000 


1 

1 

1 

mm 

- 

1 

1 

1 

[300 

profit 

with- 

drawn] 

1,200 

o 

1,300 

1 

! 

IL. 

100 de- 

precia- 

■I 

"III 


1,300 

ULi 

1 

i 

1 o 

1 8 
.N 

h 

1 

J 

O 

L . 

u 

1 

1 


CO 

i’ 

1 

1 

1,200 
each = 

4,800 

eo 

" 


! 

«0 

1 

1 

1 

1 

1 o 

O ] O 

2 *^0 
1^0 

< 

1 

1 

1 

1 




he profit of $4580 is attributed one half to partner 1 and one half to partner O. 

is credited with one half the partnership profits. He is not credited with the corporate profits of A, B, L, M, S, and X, although he is the (sole) owner of each corpo- 
and receives dividends firom two of them. The profits are credited to the respective corporations, as separate legal entities. 

is credited with one half the partnership profits. This ($2290) added to his net income firom renting ($1300) gives his total net factor payment, $3590. 
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TABLE 2 (concluded) 
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■ counted, in computing national income, since it is an extra-national item. 
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The farmer who consumes $300 worth of home-grown food does 
not need to be recorded as “purchasing” anything; he sells himself 
$300 worth of food and shows a net income thereby of $300 (row F, 
column F). 

4. The bracketed items in Table 2 reflect transfers of money 
against money claims — loans made, amortization paid, interest paid 
on personal loans for current living expenses, dividends received, 
securities sold, contributions to and withdrawals from pension funds, 
amounts withdrawn from an unincorporated business, and interest 
credited to savings bank depositors. None of these items changes the 
totals of national income, saving, investment, or consumption. They 
are entered in the table, however, because they represent money 
flows, and hence are useful in linking Table 2 with Table 5 (“Trans- 
fers of Domestic Money”). They should be read “pays to” instead 
of “buys from,” and “receives from” instead of “sells to.” B, for 
example, pays to I a $100 dividend; BB receives from G $200 in 
amortization payment. 

II. PURCHASES AND SALES, AND NATIONAL INCOME, 

BY INDUSTRIAL GROUPS 

5 . The corporations and individuals in Table 2 may be grouped 
' according to the industry with which they are associated, to show 

the amount of national income produced by each industrial group. 
Each group may then be recorded as purchasing so much from each 
of the other groups, and selling so much to each of them. For any 
one group, the excess of the sales over purchases represents the aggre- 
gate factor reward gained by the group. It is the amount of national 
income produced by the group. If a group decreases its inventory, 
the decrease must be registered as a purchase by the group from itself, 
as in Table 2. Otherwise the excess of sales over purchases would 
represent more than the total factor reward of the group. Similarly, 
if a group allows its property to depreciate, it must register the de- 
preciation or obsolescence as a purchase from itself. On the other 
hand, if the group increases its assets, it registers the increase as a 
sale to itself. And if the members of the industrial group as ultimate 
consumers use up something that their own group has produced, the 
consumption must be registered as a sale by the industrial group to 
consumers. 

Table 3, although essentially like Table 2, is condensed, not only 



TABLE 3 

Purchases, Sales, and National Income in Each Industry in Hypothetical Economy 
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by using industrial groups, but also by using rows to denote purchasers 
and columns to denote sellers. The $1500 in the manufacturing row 
and agriculture column, for example, means that agriculture sells 
$1500 worth of product to the manufacturing industry. 

6 . The underlined entries represent imputed sales and purchases; 
no money changes hands. The person or firm “buys” from himself 
or “sells” to himself. For example, the entries. Buys 1300 and Sells 
100, in the cell in the manufactiuing row and the manufacturing 
column means that the firms in the manufacturing industry have de- 
preciated their equiprpent $1300 and have added $100 to their 
inventory. The two items could be combined into a net figirre, 
Buys 1200, but they are kept separate since national income accounts 
usually separate changes in stock of depreciable assets from changes 
in inventory. The total of the underlined entries is shown in the 
column “Total Purchases from Self,” “Self” referring to persons, 
not industry groups. 

An imputed purchase by a consumer is entered in the consumer 
row and in the column of the industry making the imputed sale. 
A home-owner is considered to be in the real estate business. As a 
real estate entrepreneur he is selling to himself as consumer the an- 
nual services of the house, and making an imputed purchase, deprecia- 
tion. The clerk G of the general store is in the real estate business to 
the extent of $600 imputed rental. This item is part of the underlined 
total of $1650 in the cell lying in the real estate column and consumer 
row. As a real estate operator, he makes an imputed purchase of 
$200 depreciation. This item is part of the underlined total of 
$3040 in the real estate column and real estate row. 

The farmer makes an imputed sale of $300 of foodstuffs to himself 
as consumer, and the item consequently appears in the agriculture 
column and consumer row, 

7. Money transactions between two persons in the same industrial 
group drop out of the accounting in the process of consolidating all 
the individual accounts into one industry account. Hence such 
transactions do not appear in Table 3. Fdr example, the manufac- 
turing concern M pays $4000 salary to the executive E. The $4000 
stays within the manufacturing group, since E is counted as a member 
of the group with respect to this payment. 

8 . Generally speaking, under prevailing methods of national 
income accounting, a creditor is counted as a member of the industry 
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in which his money is used, provided the creditor is an individual. 
The executive E, with respect to the interest paid to him by the 
school, is a member of the school industry (service industry), as is 
the teacher who is paid a salary by the school. But if the creditor is 
a commercial banking corporation, a distinct industry — 'namely, 
the supplying of banking services — is assumed to exist, and the 
interest received by the bank B on the loan to the retail store is not 
credited to the retail store industry. Instead, it is counted as part of 
the gross receipts of the banking industry, and correspondingly serves 
to increase the profits or wages or other factor rewards of that in- 
dustry. If the creditor is a savings bank, the classification reverts to 
that of the individual creditor, since the savings bank is treated as 
an aggregation of individuals (Chapter 2, § 36) . In effect, the savings 
bank is considered a member of the real estate industry in so far as 
it receives the $300 interest on its money invested in G’s home, and 
a member of the school industry with respect to the $280 interest on 
the loan to the school. Consequently, neither of these items appears 
in Table 3. 

9 . The recipient of net rent, whether an individual or a business 
firm, is commonly treated as a member of the “real estate” industry, 
which is usually (but not in Table 3) considered a sub-category of 
the industry “finance.” In contrast to the treatment of interest re- 
ceived by an individual creditor, no attention is paid to the nature 
of the paying industry. The receiving of rent is considered to call 
for enough management and other business activity to justify the 
treatment of an individual who lets only one house as a business 
firm m the real estate business. The coupon-clipping or dividend- 
receiving rentier is not considered to be a business firm engaged in 
the finance industry. 

The real estate operator O is therefore classified under real estate, 
not agriculture, although his property is used in the agricultural 
industry. 

10. The fact that the store G carries on both a retail and a whole- 
sale trade illustrates another difficulty in the classification of industry. 
The usual solution is to assign the concern to that industry in which 
it makes the major part of its sales.’- 

^ Tables 2 and 3 are essentially of the same kind as those developed by Wassily W. 
Leontief in The Structure of the American Economy 1919-1929, except tliat the present tables 
take into account changes in inventory, additions to other types of assets, and depreciation. 
“The whole approach [of the Leontief study] is based on registration of the current stream 
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1 1 . Table 4 shows the national income produced by each industry, 
broken down into the amount produced by each individual and 
corporation. The wage and other factor payments made by an in- 
dustry, not entered as separate items in the purchase-and-sale table 
(Table 3), are shown here distinctly. 

12. Tables 1, 2, and 4 are useful only for explaining the principles 
of national income accounting; they cannot be compiled for any 
actual economy, aside from a very small community, since they 
present data for each individual and corporation. Some of the data 
tlrat belong in Table 3 are available for the United States for a few 
years.^ 

The presentation of national income accounts by sectors of the 
economy is becoming common in official tabulations. The sectors 
are not usually particular industries, as in Table 3, but larger group- 
ings. The forthcoming revised national income series of the United 
States Department of Commerce will include five tables dividing the 
economy into the following sectors: business, government, personal, 
“rest-of- the- world,” and a capital account (“balance of gross saving 
and investment”). ** Every item is entered twice, once as debit in 
one of the five tables, and again as a credit in another of the tables. 
The accounting is thus analogous to that of a private business firm, 
where every transaction is a debit to one ledger account and a credit 
to another. Wages paid by all private business, for example, is a 
debit to the “Consolidated Business Income and Product Account,” 
and a credit to the “Personal Income and Expenditures Account.” 
If the wages were paid to construct capital goods for a private business 
concern, there is a credit to the Business Account under the heading 
“To Business on Capital Account,” and a debit to the “Balance of 
Gross Saving and Investment” account, under the heading, “Gross 
Private Domestic Investment.” If the employees save their wages, 


of goods and services; the appreciation and depreciation of capital astets are explicitly not 
taken into account.” (Ibid., p. 27.) It seemed more convenient in the present tables to 
list the sellers (recipients of money, in Table 5) in the column headings instead of the row 
headings, without implying which convention would be better in other studies. 

1 Leontief, op. cii. 

2 U.S, Department of Commerce, National Income and Product Statistics for the United 
States, 1929-46. See also the British White Papers on national income cited in Chapter 11 
below, and J. B. D. Derksen, A System of National Book-keeping [for the Netherlands], 
pp. 8—10, Tables 1-6. A detailed analysis of national income cast in terms of double- 
entry accounts will be found in Richard Stone’s forthcoming memorandum, “Definition 
and Measurement of the National Income and Related Totals,” an appendix to the 
Report of the Sub-Committee on National Income Statistics, League of Nations. 
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there is a debit entry under “Personal Saving” in the “Personal 
Income and Expenditures Account/^ and a credit entry likewise 
under “Personal Saving” in the “Balance of Gross Saving and Invest- 
ment” account. Some of these items, particularly those concerned 
with saving and investment, involve fields of analysis that are de- 
ferred to Chapter 8, where the full significance of the double-entry 
aspects of national income accounting will become more apparent. 

111. MONEY TRANSFERS 

13. The transfers of money within the hypothetical economy are 
shown in Table 5. This table includes, of course, none of the de- 
preciation items, none of the imputed income, and none of the 
changes in inventory. It does include money transferred on loan 
and on repayment of loans, dividends, and all other money transfers. 
The money transfers that do not enter into the computation of na- 
tional income are underlined. The rows show those who laid out 
their money; tire columns, those who received the money. 

The commercial bank B is put at the top row and the left-hand 
column with a special heading in each case. Since it here represents 
the economy’s entire commercial and central banking system, and 
since all payments are assumed to be made by check, the bank B does 
not itself hold money. It “dispenses” it by creating it; that is, by 
creating deposits. It “receives” money by destroying it; that is, by 
canceling deposits. 

The foreign transactions are assumed to be financed through the 
domestic commercial bank B. When the manufacturing corporation 
M sells $800 of output to the non-resident, it sells its claim on the 
non-resident to B, who thereupon creates new money in the form of 
a deposit for M. The bank exercises its claim on the non-resident by 
requiring him to turn over to it a deposit of his in a foreign bank. 
T his latter transaction has no place in Table 5, since it does not 
affect the amount or distribution of domestic money. As a reminder, 
however, it is entered in brackets in the row “Non-Residents.” The 
domestic money transaction recorded in Table 5 is a receipt of $800 
by M from B. 

Similarly, when the store G buys $600 worth of material flrom 
abroad, it gets B to turn over to the non-resident vendor a deposit 
that B holds in a foreign bank, in exchange for allowing B to cancel 
a deposit that G had with B. The domestic money transaction con- 



TABLE 5 


Transfers of Domestic Money in Hypothetical Economy 
























































































TABLE 5 (continued) 

Transfers of Domestic Money in Hypothetical Economy 


















































































70 


AN ILLUSTRATIVE ECONOMY: INTER-INDUSTRY TABULATIONS 


sists of a payment by G to B; that is, a destruction of money by B 
against G’s account. A reminder of the transaction in the foreign 
bank is entered in the first row, in brackets. 

The interest items credited by the savings bank are treated as 
claims against it rather than money payments, and do not appear 
in Table 5. 

Some assumptions are necessary concerning the amount of cash 
each person had on hand at the start of the year if a complete money- 
transfer table is to be compiled. In the text of Chapter 2, such 
assumptions were made only for M and S. For the others, assump- 
tions are now introduced as shown in the next to the last line of Table 5. 

No such compilation as that illustrated by Table 5 has yet been 
published for any country, but a project is now under way in the 
United States on “the circuit flow of money payments.” ^ A state- 
ment covering the war period in the Netherlands has been drawn up 
that includes not only national income items but also some money 
transfers on capital account. The economy is divided into six sectors, 
one being “Banks,” where the “increase in notes outstanding,” 
“increase of deposits,” and so forth, are balanced by “Treasury bills 
bought,” “advances to Germany,” and similar items. ^ 

1 The study is directed by Morris A. Copeland, under the auspices of the National 
Bureau of Economic Research. 

® Derksen, op. cit., p. 29, Table 10. 




An Illustrative Economy: 

THE GOVERNMENT SECTOR 

« 


1. In this chapter the hypothetical economy of Chapter 2 will 
be altered by introducing a government. The night watchman be- 
comes a government policeman, and the school becomes a govern- 
ment institution. The school building is owned by the government, 
and the teacher is a government employee. The police service and 
the school service are rendered by the government free of charge. 
The government finances these services by taxation, except that it 
borrows most of the money to build the schoolhouse and draws on its 
cash balance for the rest. 

The aim of the present chapter is merely to indicate how the gov- 
ernment’s receipts and outlay affect the national income items 
under the prevailing methods of national income accounting. These 
methods, as Chapter 7 will indicate, are open to some question. 
The task of formulating a consistent and informative treatment of 
government items in national income computations is reserved for 
Chapter 7. 

r. GOVERNMENT EXPENDITURES AND CHANGES IN ECONOMIC STATUS 
OF MEMBERS OF ECONOMY 

2 . The government’s current expenses are the wages paid to the 
policeman N ($1000) and to the teacher T ($1500), and the interest 
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on the loans it contracts from the executive E and the savings bank 
BB (1360 interest). It is assumed that this total, $2860, is raised by 
taxation. Two kinds of tax are assumed: a sales tax of 10 per cent 
on the general store G, to raise $1650, and an individual income tax 
of 8.9 per cent on that part of each individual’s income above $1000, 
to yield $1210. (This is not a “model tax system,” merely one that is 
simple enough to handle in this example without being too un- 
realistic.) The income tax base includes imputed net income. 

3. It is further assumed that the store G succeeds in passing on the 
full amount of its tax to each of its purchasers and that none of the 
income tax is passed on. 

4 . As to the free services now rendered by the government, it is 
assumed that the manufacturing plant M, which now gets its pro- 
tection free of charge instead of paying a night watchman, does not 
succeed in retaining the benefit from the saving of $1000 in expense, 
but has to pass it on to one of its customers, G, in a lower selling 
price. The store G, in turn, might ordinarily be supposed to pass the 
benefit on to its customers in lower prices, but, to avoid compli- 
cating the illustration further, it is assumed that the profits of G rise by 
$1000. 

The educational service rendered by the school, instead of being 
concentrated on E, O, and I, is spread evenly over all thirteen 
individuals [in the economy (4 BW’s, C, C', E, F, I, N, O, T, and 
W). 

5 . The persons in the hypothetical economy may be grouped 
as follows with reference to the changes in the monetary aspects 
of their economic lives, owing to the appearance of the govern- 
ment: 

(a) No change in any items. This is true of the automobile dealer 
corporation A; the commercial bank B; the savings bank BB; the 
real estate corporation L; the pension fund PF; and the building- 
materials dealer (corporation) X. 

(b) No change in net income. The manufacturing corporation M 
shows a decrease of $1000 in its expenses, but suffers a decline of 
$1000 in the money volume of its sales. 

(c) No change in net income, but a decrease in income available 
for spending or saving (1) owing to the sales-tax element in consumer- 
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purchase prices: the pensioned clerk C', and the policeman N; 
(2) owing to both the sales tax and the income tax: the building work- 
ers BW; the clerk G; the teacher T; and the worker W. 

(d) No change in net income, but an increase in income available 
for spending or saving because the amount taken in tax is more 
than offset by the fact that no money is paid to a private firm for edu- 
cation: the executive E. 

(e) A decrease in net income (owing to the sales-tax element in his 
business purchases from G) plus a further decrease in income avail- 
able for personal spending or saving owing to the two taxes: the 
farmer F. 

(/) An increase in net income and two opposing changes in income 
available for spending and saving (owing to the two taxes and the 
removal of education from sale), the net result being an increase in 
income available for spending and saving: the investor I and the 
real estate owner O. 

(g) A removal from the “net income” segment of the economy: 
S, the school corporation, now a government body. 

Each of the individuals above is experiencing a further element of 
change in the receipt of educational services free of charge. 

6 . Under prevailing methods of government accounting, which do 
not distinguish between outlays for capital improvements and cur- 
rent expenses, the government shows: (a) expenditures of $1000 
(police salary), $13,000 (construction of school building), $360 
(interest), and $1500 (teacher’s salary), or a total of $15,860; (b) tax 
revenue of $2860; (r) deficit, $13,000. Also under prevailing methods 
of government accounting, certain items that were in the private- 
school accounts now disappear. No entry is made for depreciation 
($200) or for profit ($40) . There are, of course, no receipts from tui- 
tion. 


II. FACTOR-PAYMENT APPROACH: BEFORE-TAX AND AFTER-TAX 

RULES 

7 . In computing national income for this revised hypothetical 
economy, the factor-payment approach requires a decision whether 
the factor payments shall be computed before or after deducting 
taxes paid. Shall the building worker BW, for example, still be 
credited with a factor payment of $1500, or is it only $1500 minus 
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income tax; that is, $1456? Should sales tax shifted to him be de- 
ducted also? Prevailing methods of national income computation, 
both in the United States and Great Britain, count his factor payment 
at $1500. Personal taxes and any other taxes shifted to him are 
ignored in reckoning factor payment. As to the store G, which pays 
a sales tax of $1650, the rule is different. The sales tax, being paid 
in the first instance by a business firm, is a “business tax,” and the 
prevailing rule is that business taxes are subtracted in computing the 
factor payment (profit) of the business concern. As it happens, G’s 
profit remains unchanged at $5580 (up $1000 because of the cheaper 
purchase from the manufacturing concern M, it will be recalled), 
since G succeeds in passing on the sales tax in full. 

For the entire hypothetical -economy, the prevailing rules of com- 
putation produce a change in total factor payments. G’s income is 
up $1000 because of the free government service given to M; and 
since no profit reckoning is now made as concerns the school S, there 
is a net decline of $40 in factor payments. For the entire economy, 
national income as the sum of factor payments increases by $960, to 
a total of $26,760. 


111. PRODUCT APPROACH 

8 . Measured from the product approach, the national income 
consists of the product purchased by domestic consumers, the net 
addition to business firms’ assets (other than money), the net product 
exported, and the government product distributed free of charge. 
The product purchased by domestic consumers has decreased $2100 
with respect to education, but it has increased by $1600, in money 
terms at least, through the influence of the 10 per cent sales tax on 
the $16,000 worth of goods sold by G to consumers (the other $500 
of G’s sales is to the farmer as a businessman). The government’s 
product is customarily measured at the cost of what it produces, there 
being no sales value to serve as a measure. In the present case it 
produces the services of a policeman ($1000) and education services 
at a cost of $1500 (wages of teacher) plus $360 (interest on loans). 
The depreciation cost on the schoolhouse is usually ignored in govern- 
ment accounting. The government also produces an item of capital 
equipment, the school building, with a cost value of $13,000. 

The several parts of the national income measured from the product 
approach are therefore as follows; 
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(«) 


{b) 


id) 


ProducL purchased 
sumers 


by domestic con- 


(i) Individual consumption, Table 1 

$23,940 


(ii) Less tuition, now free 

2,100 


(iii) Plus sales tax 

$21,840 

1,600 

$23,440 

Net private domestic capital formation 

(i) Gross domestic investment, Table 1 

$6,300 


(ii) Less depreciation and obsolescence 

4,540 


(iii) Net investment 

1,760 


(iv) Less net investment in school build- 

ing, now in government accounts 

12.800 

-$11,040 

Net change in foreign balance, Table 1 


100 

Government product: 

Service to business (police) 

$1,000 


Service to consumers (education) 

1.860 


Government gross capital formation 

13,000 

$15,860 

Total net product 


$28,360 


The total, $28,360, is $2560 larger than the $25,800 national income 
shown in Table 1, before the government appeared. 

Of this difference, $1600 is accounted for by the sales-tax loading. 
This may be removed by deflating by an appropriate price index. 

Another $1000 is traceable to the inclusion of $1000 government 
service to business. To include this is double counting, since the 
value of this service to the manufacturing concern M is already re- 
flected in the value of the goods sold by M, or at least in the value of 
the final goods sold by G. Nevertheless, prevailing methods of 
national income accounting make no direct attempt to remove such 
services to business in computing the government share of the product, 
because of the difficulty of ascertaining what part of the total govern- 
ment outlay should be considered as service to business. Sometimes 
it is assumed that such services equal in amount the taxes levied on 
business. A subtraction of business taxes made in computing national 
income from the product approach, just as in the factor-payment 
approach (§7), eliminates the double counting, under this reasoning. 
In Chapter 7 this problem is reviewed and suggestions are made for 
changing the prevailing methods of computation. 

The third item in the $2560 discrepancy is the $40 profit to the 
private school, which disappears from the records when the govern- 
ment takes over. 
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9 . A comparison of the national income computed from the product 
approach and the factor-payment approach, with the government in 
existence in both cases, shows a discrepancy: $26,760 (§7) against 
$28,360 (§8). The two approaches should give the same answer. 
The difference, $1600, is traceable to the sales tax. If “business 
taxes” are deducted from the total net product, the two approaches 
give the same result. As just noted, this deduction is in fact made in 
prevailing methods of computing national income as a total of factor 
payments and in some computations of product. 

10. It was noted above (Chapter 2, § 10) that the “gross national 
product” is larger than the national income partly because de- 
preciation is not deducted in computing gross national product. 
Another reason is that “business taxes,” too, are not deducted. In 
the present case the gros.s national product is the national income 
($26,760) plus the business taxes ($1600) and the depreciation 
($4340), or $32,700. The depreciation figure is not $4540, as in 
Table 1, since the $200 depreciation of the school building has dropped 
out of the accounts. In terms of kind of product, the gross national 
product is (§ 8) : 

(a) Product purchased by domestic con- 
sumers 

(b) Gross private domestic capital formation 

(i) Table 1 

(ii) Less gross investment in school build- 
ing, now in government accounts 

(fi) Net change in foreign balance. Table 1 

(d) Government product (as in $ 8) 

Gross national product 

IV. SAVING AND INVESTMENT 

11 . Saving of the individuals in the hypothetical economy is re- 
defined, upon the entry of government, as income minus not only 
expenditures for consumption but also taxes. Consequently, indi- 
viduals decrease their saving by $2860, the total tax revenue. Of 
this decrease, $1600 is caused by the increased price of consumption 
goods under the shifted sales tax; $50, by the decrease in the farmer’s 
profits owing to the shifted sales tax; and $1210 by the individual 
income tax. But individuals also increase saving by $1000 owing to 


$23,440 

$6,300 

13,000 - 6,700 
100 
15,860 
$32,700 



AN ILLUSTRATIVE ECONOMY: THE GOVERNMENT SECTOR 


77 


the increase in net profits of the investor I and the individual owner O. 
And they increase saving by $2100 as education is supplied free of 
charge. On balance, individuals increase their saving by $240. 

Corporate saving decreases $40 as the school corporation, with its 
retained profits of $40, vanishes. Pension-fund saving is unaffected. 
Hence net private saving is $1860 (Table 1) + $240 — $40 = $2060. 

The government is considered to “save” or “dissave” in the sense 
of showing a surplus or a deficit. The deficit is the excess of expendi- 
tures over tax revenues. In the present case the deficit is $13,000 
§( 6 ). , 

Net investment by the private corporations or the individuals is 
decreased by $12,800 as the school moves into the government’s 
accounts, which show neither capitalized outlays nor depreciation. 
Consequently, net private investment for the economy as a whole is 
$1860 (Table 1) - $12,800 = - $10,940. 

In contrast to Table 1, private saving ($2060) is different from 
private investment (~ $10,940). The difference (— $13,000) is equal 
to the government deficit. This equality illustrates a general rule in 
national income accounting, that net private saving equals the sum 
of net investment plus government deficit, a rule that is explained 
and analyzed in Chapter 8. 

If the expenditure of the $13,000 on the school building is consid- 
ered a capital outlay, so that the government deficit is zero, the total 
investment in the economy becomes $2060, equal to the total saving. 
If depreciation of $200 on the government building is taken into 
account, total net investment becomes $1860 and a government 
deficit of $200 appears (total government outlay, $15,860; less^ in- 
vestment, $12,800; balance, current expenditure, $3060; tax revenues, 
$2860; deficit, $200). 

12. The inquiring reader will have discovered, no doubt, that this 
brief treatment of a government sector in the hypothetical economy 
raises more questions than it answers. The issues are more compli- 
cated, or at least agreement on how to treat the data is less general, 
than in the private-enterprise sector. An adequate discussion of the 
issues requires for illustrative purposes a much simpler hypothetical 
economy, less complicated by irrelevant private-economy details. 
Such an economy is postulated in Chapter 7, which endeavors to 
analyze the points in dispute and suggests changes in the prevailing 
methods of computation. 




I. INTRODUCTION 

1 . In national income compilations it has been found convenient 
to group tlie payments for production under four headings: salaries 
and wages, rent, interest, and profits. These are called “factor pay- 
ments,” because they are payments to those who supply the factors 
of production, the ultimate forces of production. In economic 
analysis the factors of production sire commonly grouped as labor, 
the services rendered by land, and the services rendered by, or 
reflected in, man-made capital. The term “factor” is sometimes 
applied to the sources of these services: the worker, land, and capital. 

Salaries and wages are, roughly speaking, a payment for the 
factor, labor. The sum of the remaining three payments — 'rent, 
interest, and profits' — is chiefly property income, and as such is 
payment for the use of land and capital.^ 

For each of the four kinds of factor payments, the present chapter 
discusses problems of definition and measurement and describes the 
sources of data in the United States. Annual data for recent years 
are presented. The term “payments” is used in a broad sense to 

1 However, cf. Alfred Marshall, Principles of Economics (8th ed.), pp. 138, 139, 339; 
A, a. Pigou, Economics of Welfare (4th ed.), pp. 656-62; J. M. Keynes’ definition of “factor 
cost” in The General Theory of Employment, Interest and Money, pp. 23, 53; Frank H. Knight, 
Risk, Uncertainty and Profit, pp. 105, 116-30; and George J. Stigler, The Theory of Price, 
pp. 113-14. 
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include all profits, whether actually paid out to owners or retained in 
the business. It also includes certain imputed payments. 

With a few exceptions the discussion is restricted to the private- 
enterprise sector of the economy. Government’s place in national 
income is treated in Chapter 7. Consequently, the reader will con- 
sider as tentative any statement in the present chapter that involves 
the total of national income, especially computations of the per- 
centage that a certain part of national income bears to the whole. 

2 . In this and subsequent chapters the data for the United States 
are taken from the two major compilations available. 

One, covering the period 1919-38, is that of Simon Kuzncts, of the 
National Bureau of Economic Research. It is presented in two parts: 
a two-volume work. National Income and.Its Composition, 1919-1938, pub- 
lished in 1941; and National Product since 1869, published in 1946. 
Earlier volumes by Kuznets and his associates, upon which much of 
this comprehensive work is based, have been noted in Chapter 1, § 30. 

The other set of detailed data, covering the period from 1929 to 
date (with totals only, for 1919-28), has been compiled by the National 
Income Unit of the Department of Commerce. It has been published 
in various issues of the monthly Survey of Current Business since 1 940 
and in earlier booklets issued by the Department, noted in Chapter 1, 
§ 31.1 

The Department of Commerce is publishing a thoroughgoing re- 
vision of its national income series some time in 1947. The new 
series will reflect not only improvements in statistical sources, but 
also changes in concepts, some of which will tend to decrease the 
differences between the Kuznets and Commerce totals. Imputed 
net rent of owner-occupied houses, for example, will be included in 
the new Commerce series. Nevertheless, a comparison of the Kuz- 
nets totals with those of the unrevised Commerce searies is instructive. 
A realization of the points of difference aids an understanding of the 
revised totals. 

Some of the revised Commerce series were published in time to be 
entered in the tables of this chapter and Chapter 6: salaries and 
wages (§7), net rent paid to individuals (§ 21), and profits (§ 51), 
and, on the product side, consumer purchases (Chapter 6, § 23). 
Data published later appear in Appendix B below. Unless other- 
wise indicated, all references to Commerce data in the present volrnne 
are to the older, unrevised series. 

’■ See aTso ncrte h to Table 6. 
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The differences between the two series of annual totals in Table 6 
are most marked in the years of violent price fluctuation, 1919-21 
and 1930-32, and reflect chiefly the diflerence in methods of com- 
puting changes in inventory held by business firms. Kuznets’ figures 
eliminate that part of the change in inventory that results from 
changes in the prices of the inventoried goods. His national income 
total therefore includes only the current money value of the change 
in the physical volume held (§§39-44). In 1930 this adjustment 
alone makes a difference of |4.1 billion.^ Kuznets counts the gov- 
ernment’s surplus as being equivalent to a profit, hence a factor 
payment, and he counts a government deficit' as a loss. This makes a 
difference of about $2 billion in 1929, for example (§57). Kuznets’ 
series includes imputed rent on owner-occupied homes, which adds 
from $1 billion to $2 billion a year compared witla the Department of 
Commerce total (§§15-19). Kuznets adjusts depreciation to a 
current-cost basis (§30). In estimating net money rent paid to indi- 
viduals, Kuznets uses a much lower ratio of net rent to gross rent 
than the Department of Commerce, getting a net rent total almost a 
billion dollars lower in some years.® Kuznets has a wider coverage 
in the “service” industry. Other differences are minor or do not 
affect the total.® Both series include in national income employers’ 
and employees’ contributions to social security funds (§5). Both 
series deduct “business taxes” (Chapter 6, § 19), and exclude capital 
gains and losses (§§ 33-38). 

Table 6 presents the national income estimates in current dollars; 
that is, before any adjustment to remove the effect of fluctuation in 
product prices. Table 7 presents the estimates for 1919-44 as ad- 
justed by indexes of product prices. The Kuznets series is taken from 
his latest publication. National Product since 1869. In that volume the 
national income totals in current dollars are the same as those given 
in his National Income and Its Composition, 1919-1938. The totals in 
1929 dollars, however, are changed because of the use of revised price 
indexes and because a revision of the final-product components 
(without revision of the total) shifted the weights to be given to each 
index number. 

Table 8 presents the data of Table 7 in per-person terms, thus show- 
ing the national income adjusted to dollars of constant purchasing 

^ Kuznets, National Income and Its Composition, 1919-193S, II, 448, Table 81. 

^ Ibid., p. 452, Table 83, * For all details, see ibid., pp. 445-53. 



TABLE 6 


National Income, United States, 1919-46, in Current Dollars® 

(in billions of dollars) 


Department of 
Commerce Kuznets 

(unrevised series) 


1919 

$68.1 

$64.2 

1920 

69.2 

74.2 

1921 

51.9 

59.4 

1922 

59.7 

60.7 

1923 

69.5 

71.6 

1924 

69.2 

72.1 

1925 

73.6 

76.0 

1926 

76.6 

81.6 

1927 

76.1 

80.1 

1928 

78.8 

^1.7 

1929 

83.3 

87.2 

1930 

68.9 

77.3 

1931 

54.5 

60.3 

1932 

40.0 

42.9 

1933 

42.3 

42.2 

1934 

49.5 

49.5 

1935 

55.7 

54.4 

1936 

64.9 

62.9 

1937 

71.5 

70.5 

1938 

64.2 

65.5 

1939 

70.8 

d 

1940 

77.6 

d 

1941 

96.9 

d 

1942 

122.2 

d 

1943 

149.4 

d 

1944 

160.7 

_ 

1945 

161.0 

- 

1946 

165.0 



“ All figures in current dollars; hence part of the fluctuations is due to changes in prices, 
i" For 1919-40, from Milton Gilbert and Louis Paradise, “National Income and Other 
Business Indicators,” in Philip M. Hauser and William R. Leonard, Government Statistics 
for Business Use, p. 23, Table 1, except 1933, for which the 43,322 is a misprint, the correct 
figure being 42,322 (see Survey of Current Business, April, 1944, p. 15, Tables 15 and 16). 
For 1941—44, Survey of Current Business, February, 1946, p. 8, Table 7. For 1945-46, 
Survey of Current Business, February, 1947, p. 7, Table 3. The revised Commerce series, 
made available later in 1947, is reproduced in Appendix B below. 

“ Simon Kuznets, National Income and Its Composition, 1919-1938, I, 137, Table 1. 

For 1939-43, Kuznets presents two sets of estimates, in his National Product since 1869: 

Peacetime Concept Wartime Concept 
of National Income of National Income 


1939 72.4 72.9 

1940 80.7 81.7 

1941 99.0 103.6 

1942 121.2 135.9 

1943 138.4 169.7 


Neither of these series is readily comparable with either the Kuznets or the Commerce 
pre-1939 totals, because of conceptual issues discussed in this and succeeding chapters. 
The “peacetime-concept” totals for 1939-43 are smaller than the Commerce totals for 
those years, chiefly because they exclude the part of war output that was financed by war- 
time increases in direct taxes. The “wartime-concept” totals are larger than the Com- 
merce totals, chiefly because indirect taxes are not subtracted. National Product since 1869, 
pp, 21-23, and p. 55, Table 1-18, and Kuznets, National Product in Wartime, passim. 



TABLE 7 

National Income, United States, 1919-44, Deflated by Index 
of Product Prices 


{in billions of dollars) 



Deportment of Commerce: 

Kuznetst 


In 1939 Dollars “ In 

1929 Dollars 

1919 

$47.5 

$58.2 

1920 

43.1 

59.6 

1921 

39.5 

56.3 

1922 

48.3 

60.7 

1923 

55.4 

70.3 

1924 

55.0 

71.7 

1925 

57.6 

74.0 

1926 

59:6 

79.0 

1927 

60.9 

79.9 

1928 

63.0 

80.8 

1929 

67.0 

86.9 

1930 

57.1 

79.9 

1931 

50.3 

68.7 

1932 

41.0 

55.5 

1933 

45,0 

56.3 

1934 

49.8 

63.0 

1935 

55.2 

67.6 

1936 

64.2 

77.8 

1937 

68.0 

84.0 

1938 

63.2 

80.7 

1939 

70.8 

c 

1940 

76.7 

c 

1941 

91.4 

c 

1942 

106.0 

c 

1943 

125.3 

c 

1944 

130.3 

— 

Gilbert and Paradiso, op. ciU, p. 23, Table t. 

Kuznets, National Product since 7869, p. 56, Table 1-19. 



Peacetime 

Wartime 


Concept 

Concept 

1939 

90.1 

90.7 

1940 

98.0 

99.2 

1941 

109.0 

113.8 

1942 

105.0 

117.7 

1943 

109.2 

133.3 


See note d. Table 6. 



TABLE 8 


National Income, United States, Per Person, 1919-44, 
Deflated by Index of Product Prices 



Department of Commerce: 

Kuznets: 


In 1939 Dollars “ 

In 1929 Dollars 

1919 

452 

554 

1920 

404 

559 

1921 

365 

520 

1922 

439 

552 

1923 

496 

630 

1924 

486 

633 

1925 

502 

644 

1926 

512 

678 

1927 

515 

676 

1928 

525 

674 

1929 

552 

715 

1930 

464 

649 

1931 

405 

554 

1932 

328 

444 

1933 

359 

448 

1934 

394 

498 

1935 

434 

531 

1936 

501 

606 

1937 

528 

652 

1938 

487 

622 

1939 

541 

c 

1940 

583i 

c 

1941 

686 

c 

1942 

787 

c 

1943 

918 

c 

1944 

944 

d 


“ Gilbert and Paradiso, op. ck., p. 23, Table 1. 

From Table 7 and (population) Staitstical Abstract of the United States, estimates of mid- 
year population of continental United States. 



Peacetime 

Wartime 


Concept 

Concept 

1939 

688 

693 

1940 

743 

752 

1941 

819 

855 

1942 

785 

880 

1943 

815 

995 


See note d. Table 6. 
Not yet available. 
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power per resident of the continental United States. In comparing 
the two series in Table 7 or Table 8, it must be noted that one of the 
series is in 1939 dollars and the other in 1929 dollars; prices were 
higher in 1929. 

A detailed comparison of methods and sources used in these two 
compilations, and in a national income series published by the Na- 
tional Industrial Conference Board, has been made by Marvin 
Hoffenberg2 

3 . The factor payments, and hence the national income totals, 
include payments received by residents of the United States, whether 
citizens' or not, and regardless of where the income originates. They 
do not include payments made to non-residents even though the 
payments originate in the United States and represent production 
carried on within its boundaries. There are some minor exceptions 
to this general rule (§62). 

The Department of Commerce uses three attributes in testing for 
residence: permanent residence, place where tvork is performed, and 
location of employing establishment. A worker is a resident if any 
two of these three tests are met. 

The data are for calendar years in principle, but some fiscal year 
data have had to be included, since governmental units commonly 
report on the basis of a fiscal year (that is, a twelve-month period 
ending otherwise than on December 31), and some corporations file 
fiscal-year returns.^ 

II. COMPENSATION OF EMPLOYEES 

4 . Compensation of employees is the major type of factor payment. 
It accounts for not far from two thirds of the national income in the 
United States. 

The amoimt compiled under compensation of employees falls con- 
siderably short of measuring the total of payments for labor. Some 
salaries are disguised as dividends on capital investment by the 
officer-owners of a closely held corporatioir. More important is the 
omission of the labor element contained in the profits of partnerships 
and sole proprietorships. These profits, both in income-tax returns 

1 “Estimates of National Output, Distributed Income, Consumer Spending, Saving, and 
Capital Formation,” with assistance from Mabel S. Lewis, under the direction of John 
H. G. Pierson, Review of Economic Statistics, May, 1943, pp. 101-74. 

® Kuznets, National Income and Its Composition, 1919-1938, II, 417-18; Gardner F. Derrick- 
son, “Trend of Corporate Profits, 1929-1945,” Sumy of Current Business, April, 1946, p. 12. 
See also Chapter 10 below. 
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and from industrial censuses, are computed without deducting any 
salaries paid to the proprietor or partners. Consequently, none of 
the labor element in the profits of unincorporated concerns is listed 
under “compensation of employees.” Instead^, it forms an indis- 
tinguishable part of the “profits” total (§ 55). This element is 
considerable, especially among farmers. In some cases — share- 
croppers, for instance — practically all the reported “profits” is 
essentially compensation for labor 

Occasionally there is even difficulty in distinguishing between a 
sole-proprietor status and an employee status. Workers on own 
account in the construction industry and office solicitors in insurance 
are typical examples. 

Finally, a large amount of labor is -entirely unrepresented in the 
national income data. This is the woi'k done by housewives and 
other members of the family in the home; cooking, cleaning, repair- 
ing, and so on. If each of two housewives does her own laundry, no 
national income is registered in the usual statistics. If each housewife 
does the other’s laundry for pay, national income as currently com- 
puted is increased by the two items of wages (or profits, or whatever 
they are called). If a man mairies his housekeeper and gives her an 
allowance in place of wages, national income decreases. In a coun- 
try where household services have come to be performed largely 
outside the home, or inside the home for pay, and the housewives 
use the time thus freed to work in paid occupations, the national 
income as at present computed will be larger than in a country where 
most of these services are performed by the family itself. The produc- 
tion of the former country is not actually as much greater as the 
difference in national income figures would indicate. 

For any one country, a comparison of national income totals over 
several decades may suffer because a change from unpaid domestic 
work to paid work, domestic or otherwise, may have occurred. 
However, the only series available on this point fails to show much of 
a shift. In Sweden, it is estimated that the ratio of national income 
including unpaid domestic work to national income excluding such 
work was 1.22 in 1861 and 1.20 in 1930.^ 

For this as well as other reasons, the national income per person 
^ Kuznets, op. cit,, II, 405-06. 

2 Erik Lindahl, Einar Dahlgren, and Karin Kock, National Income of Sweden, 1861-1930, 
part I, pp. 234-35, However, note the qualifications, ibid,, pp. 213-15, 238-39, and part 
II, pp. 527-32. 
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of a highly industrialized, urbanized country is likely to appear 
greater than that of an agricultural country. Interstate comparisons 
and rural-urban comparisons are affected by the same circumstance. 

Kuznets has estimated the services performed in the home by house- 
wives at some $23 billion for 1929, at 1929 annual compensation rates 
of domestic servants ($900) and farm workers ($600).’- Apparently, 
the chief reason for excluding this item (“imputed wages”) from 
national income estimates is the difficulty of measuring it. Some 
objection to including it has also been offered on the ground that it 
does not represent a market transaction. 

In principle, the national income might be defined to include 
every activity around the home which is wanted enough so that, if 
necessary, the householder would be willing to work more on the 
outside for money in order to employ outsiders to render the service. 
This would be so, to some extent, with the householder who paints 
his furuiture or house or the man who shaves himself. In practice the 
difficulties of accounting compared to the small size of the amounts 
involved, other than housewives’ services, make such computations 
unprofitable. 

True labor income is evidently much larger than the total recorded 
under “compensation to employees.” And it accounts for a larger 
percentage of the total national income, whether or not imputed 
income is taken into account. 

5. Pensions to employees raise the question of timing in the re- 
cording of income. The services for which these payments are being 
made were rendered in earlier years. In principle, therefore, it is 
preferable to account for them in the earlier years. If a formal pen- 
sion fund is set up, the payment by the company into the fund -may 
be counted in that year as a part of the national income, under 
“supplements to salaries and wages.” An equal deduction' must 
be made in computing profits for that year. The payment into the 
fund may also be included in “income payments” to individuals 
(“personal income”) (Chapter 8, § 19), on the assumption that the 
pension fund is in effect an aggregation of individuals. When the 
pension is paid out of the fund, in a later year, it is ignored in the 
national income accounts. This method will be followed in the forth- 
coming revised Department of Commerce estimates of supplements 
to wages and salaries. The older Commerce Department data in 

1 Op. ctt; II, 43S, 
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Table 10 (column 5) reflect the simpler method of including in the 
national income and income payments of the later year the pension 
payment to the employee and excluding from the national income 
and income payments of the earlier year the employer’s payment 
into the fund. Prior to the encouragement given to pension funds by 
the high income-tax rates of recent years, the gap between private 
pension payments and accruals was not considerable in any one year. 

Under the federal old-age pension system and other govermnent 
old-age programs, on the contrary, important dilferences developed 
in the latter part of the riineteen-thirties between amounts going into 
and amounts coming out of the pension funds. In the Commerce 
Department computations shown in Table 10, the amounts deducted 
from the workers’ pay and turned in to the old-age fund (that is, the 
employees’ old-age tax) have been counted in “salaries and wages” 
in the year when earned. The amounts paid into the fund by em- 
ployers (the employers’ payroll tax) have been counted in “supple- 
ments to salaries and wages” in the year when paid in. Hence both 
these tax payments appear in the national income. The old-age 
pensions and survivors’ insurance paid out of the fund are not included 
in the national income of the year of payment. Conversely, the total 
known as “income payments to individuals” for any given year is 
reached (so far as the points under discussion are concerned) by sub- 
tracting from national income the tax payments made by employers 
and employees into the government fund during that year and 
adding the pensions and insurance paid out. 

A similar accounting practice is followed with respect to the 
payroll taxes paid by employers (and in some states by employees) 
into funds for unemployment compensation and the outpayments 
made from the funds when unemployment develops. 

Payments into the social security funds by private employers, which 
started in 1936, were $1.3 billion in 1939, and $2.3 billion in 1943. 
Since total contributions to social insurance funds, plus government 
contributions to pension funds for government employees, were $2 
billion in 1939 and $3.8 billion in 1943, the indicated contributions 
by private employees were somewhat less than $0.7 billion and 
$1.5 billion in the respective years. Meanwhile, payments from 
social security funds were only $0.9 billion in 1939 and $1 billion in 
1942 (detailed data for 1943 not given) 

^ Sumy of Current Business, April, 1944, p. 13, Table 12, and p. IS, Table 15; March, 
1943, p. 25, Table A. 
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6 . The figures given in Table 10 for total salaries and wages, and 
hence also for total compensation, are more nearly accurate for some 
of the years than for others. In the new series for salaries and wages 
in private industry (Table 10, column 7) the estimates are more 
nearly accurate for the years 1940-44 than for the preceding years; 
and among those preceding years, the data for the odd years are better 
than those for the even years. ^ 

The relative accuracy of the 1940-44 data reflects the information 
compiled for the years starting with 1940 by the Federal Bureau of 
Old-Age and Survivors’ Insurance, the state; unemployment compen- 
sation agencies, and the Federal Railroad Retirement Board, in the 
course of administering the Social Security System. By far the major 
part of the private-enterprise sector is covered by the Social Security- 
System; the chief uncovered fields are farming, domestic service, 
and non-profit activities. 

For the years preceding 1940, the closer approach to accuracy in 
the odd years derives largely from the fact that the Census of Manu- 
factures was taken biennially in odd years. For even years the total 
wages paid in manufacturing industries were estimated by inter- 
polation, through the use of Bureau of Labor Statistics indexes 
(usually annual averages) that covered only part of the field. Salary 
estimates involved interpolation also. The interpolated figures are 
presumably less reliable than the others. 

Again, the data for some of the odd years are probably more nearly 
accurate than those for other odd years; some of the censuses other 
than that for manufactures were taken for odd-numbered years but 
not biennially. 

For any one year, the estimates of salaries and wages paid in the 
various industries also differ in reliability. The difference does not 
arise merely from differences in the extent to which interpolation or 
extrapolation is used. In some industries the figure for wages anr| 
salaries paid is obtained directly from data on payrolls. In others, it 
represents a combination of two sets of data; numbers employed, and 
rates of pay per employee. The latter method offers an additional 
opportunity for error, owing to discrepancy in sources. An example 
is money wages earned in domestic service. The 1930 figure was 

1 The statements in this and the succeeding five paragraphs are based on Edward F. 
Denison, “Revised Estimates of Wages and Salai-ies in the National Income, 1929-1943,” 
Survey of Current Business, June, 1945. 
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obtained by multiplying (a) the number employed as reported by 
the Census of Population for that year by (b) the average wage paid in 
1939 derived from the Census of Population ioT 1940 and extrapolated 
back to 1 929 by data reported in surveys of employment agencies. 

The difficulty of estimating wage and salary payments in kind is 
another reason why the reliability of the data varies from one industry 
to another. Payments in kind are a “perceptible portion” of wages 
and salaries in farming, eating and drinking places, water transpor- 
tation, hotels and other lodging places, private households, educa- 
tional services, and religious organizations. They are valued at cost 
to the employer, whenever possible. 

In the government sector, the value of food, clothing, and other 
subsistence furnished to members of the armed forces is not included 
in “compensation to employees” for 1942 and the following years. 
This exclusion produces a substantial understatement both of com- 
pensation to employees and total national income.^ Mustering-out 
pay, bonuses, and other deferred pay, like payments under the “G.I. 
Bill of Rights,” are excluded because of difficulty of allocation to the 
proper year.^ This, too, results in an understatement of compensa- 
tion of employees and the total of national income, over a period of 
several years. 

Finally, the comprehensiveness of coverage of the censuses and 
other surveys differs considerably from industry to industry.® 

7. Table 9 contains data from Kuznets (1919-38) and Table 10 
from the Department of Commerce (1929-46). In Table 10 the 
“new series” data in Column 7 are a revision published in the Survey 
of Current Business of June, 1945. The “old series” data, however, are 
the ones that go to make up the national income totals published in 
the February, 1947, and earlier issues of the Survey. 

The total of compensation to employees in Tables 9 and 10 is 
split into “salaries and wages,” and “supplements to salaries and 
wages” (Department of Commerce), or “other payments to em- 
ployees”) (Kuznets). The “supplements” or “other” item, never 
more than $5 billion a year in 1919-46, consists chiefly of work-relief 
wages (which, however, never amounted to more than 3 per cent 

^ For the reasons given by the Commerce Department for this exclusion, see Chapter 6, 
§ 28. The item is included in the revised data (see Appendix B below). 

^ Edward F. Denison, "Report on Tripartite Discussions of National Income Measure- 
ment,” Studies in Income and Wealth, X, p. I-IO (mimeograph). 

3 On this point see Kuznets, op. cii., I, chap. 3, “Methods of Measurement,” 
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Compensation of Employees, United States, 1919—38, by Major Categories (Kuznets) 

(in billions of current dollars) 
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» Kuznets, op. cit., I, 216, Table 22, and pp. 322-23, Table 57. '> Ibid., I, 217, Table 22. Column 1 minus column 9. _ 

^ Kuznets, op. cit., I, 314-15, Table 50. Includes pensions and relief payments (maximtan, $3.5 billion, in 1936; minimum, $0.4 billion, 
1919). Ibid., 11, 811-12, Tables Gl, G2, G3. 


Compensation of Employees, United States, 1 929-46, by Major Categories (Commerce) 


(10) 

nd Wages in 
tal Agencies ^ 

Per Cert 
of Total 

Salaries 
and Wages 

o •- CO K 'O 

CO «0 

K CN 
CN 

X so K 

CN *“ 

D C 
d) 

VI z 

e b 

o:li 

“^1 

Absolute 
Amount ® 

O ►- *“ o U) 
lo v) to loW 

'O O to K o 
lo «0 to K) 

p 00 p *0 o 
o' o cd <d CN 

r- CN 

p p 

X O' N 

CN 

) 18| 
aries and Wages in 

Private Industry 

Per Cent 
of Total 
Salaries 
and Wages 
{old series) 

O CN K ''t 

CN 00 CO 03 op 

'O -o O K *0 
00 00 00 00 00 

•O O Is CO CO 
CO OO CO 00 ts 

X 'N' CO 

s « 

c 

3 

0 

E 

< 

(new series) ^ 

CN Sv •<) <0 N 

to d cd to CO 
^ N* CO cs cs 

•'tt O O' SJ 

K d CO cd 

CN CO CO CO CO 

lo ^ to 'O O' 
n-* r-' ud cd 
CO "N* to *0 Is 

u 

cd X X 

CO 

a 

10 

e 

a 

0 

Wl 

< 

(old series) ® 

to to ^ CN 
ts <nW d ^ 

CO cs cs 

*/> 

o -o »0 CO M 

00 d «o 

C< CO CO CO CO 

p CS -o <s p 

00 1-4 c4 sd d 

CO 'N* to 'O 00 

h 

81.0 

87.4 

to £ S’ 

“15= 

£ -n 

Per Cent 
of National 
Income 

CO 

CO to to 'O 

lO to CO CN 

CN CN 

(5) 

Supplerr 
Salaries an 

Absolute 
Amount ^ 

t0t0‘0'>0»" 
0 0 0 0-^ 

•w- 

O' O' ^ CO O' 

cd cd cd 

« Nj Is p P 
cd cd cd cd cd 

p 1— p 

cd cd cd 

n> 

0 

=? g“ 

Per Cent 
of Nationol 
Income 

CO O* CO 00 00 
•O «0 N N *0 

*0 CS CO 
♦O *0 »0 'O s> 

CN CO (0 O' 

«0 'O *o *o *o 

O O' to 
N *0 '0 

C 

0 

e 

CO ‘C 

o 

0 

w 

Absolute 
Amount ^ 

(7) (old series) 
+ (91 

'O rs o o K 
oi K d 00 
to N- CO cs 

•O <{ p p M 

oi «d d «o 

CO CO "t ^ 

p p p p p 

•'d-' cd d d cd 
■Tt -o 00 o 

P "It o 
CN *d 

II 2 

(2) 

pensation 

ioyees 

Per Cent 

Income 

(4) + (6) 

O to O' o 
ONNNN 

o S *0 CO o 
N *0 'O *0 N 

CO N. K O' 

*o *0 *0 *0 N 

P — N 
tN N. -O 

E 0- 
_6| 
C'o *0 
.2 

Absolute 
Amount ® 

(3) + (5) 

•- <N -o K OO 
co' cd d •-* oi 
to -tf <0 cs 

tp to p p p 
•'d N cd cd ud 

CO CO 

CO V) •“ p 

cd es sd 

to “O OO o 

116.0 

1U.5 

109.8 


k. 

0 

JO 


O' P •— <N CO 
w ^ CO n CO 

to *0 Is 03 
CO CO CO CO CO 

O' O •- CN CO 

^ '!t 

to *0 
^ 


(iS 


g-o 

r^ 5 

|§ 

a .« 


J3 

s 

§ 

O 

4-' 

8 

a 

‘1 
Jd 

" w.'C ^2 

V * 

TJ 




ll 


n.C^ 


CM n 

S>e^:3 

p 1 

a 

■'' S S " B § 
3 1"2 3 i i 

D e 7! -S.s 
k 8j a 

's ^ o e 

ic-G S S S 

cr c 4-* f> K k. 

!n a u •&,» a 
8 ‘fe.ls S 

g'33_^c,co 

s E^-r “ 



3 .fi< c M 0, j: 




§3 CX'O ' 

§ ^ • c ^ a 5::; u 
i’sjg.S'c*" 


»> u ^ 0 

.aaia'lll.a 

•0 O'rt C tJ t4*rf 



8 o*tl 

^ S I Ph 

■fi 


> s!lt 


^ so 
o 



92 


NATIONAL INCOME AS FACTOR PAYMENTS 


of the national income) and payments by employers to old-age or 
pension funds, whether through the federal old-age employers’ tax 
or through voluntary support of a retirement plan. 

“Supplements to salaries and wages” in the Commerce Department 
series does not include direct-relief payments. Kuznets’ “other pay- 
ments to employees,” in the government sector, does include direct- 
relief payments. This inclusion does not increase his total for national 
income, however. In computing the total national income, Kuznets 
deducts the government deficit on current account. The relief pay- 
ments increase this deficit as much as they increase individuals’ income. 

Neither the Department of Commerce nor Kuznets includes sol- 
diers’ bonus or war service bonus in national income. 

The “salaries and wages” hem is much the larger component. 
In the boom year 1929 it was over $50 billion. It fell steadily in the 
depression to less than $30 billion in 1933, then rose almost without 
interruption to nearly $50 billion in 1940. The war years saw a great 
increase, to more than $110 billion in 1944. These amounts represent 
salaries and wages paid by federal, state, and local governments as 
well as salaries and wages in private industry. The governments’ 
payrolls, exclusive of relief and work-relief payments, rose from $4 
billion to $5 billion in the nineteen-twenties, remained steady at $5 
billion in each of the years 1929-36 inclusive, rose to $6 billion in 
each of the next three years, and to $7 billion in 1940. The war 
pushed the total up to $22 biUion in 1943. As a percentage of total 
salaries and wages (using the “old series” data), the governments’ 
payrolls increased somewhat — from 14 per cent in 1939 to 22 per 
cent in 1943. This increase is perhaps not as great as might have 
been expected, especially in view of the enormous expansion of the 
armed forces, although it must be recalled that the cost of subsistence 
furnished the members of the armed forces is not included in the 
figures for 1943 (§6). 

It is remarkable that, even through a great boom and a deep 
depression during the entire twenty years covered by Kuznets’ data, 
the proportion of the annual national , income that was recorded 
under “compensation of employees” fluctuated in the narrow range 
between 58 per cent and 74 per cent, ' 'The lower figure occurred in 
1919; the higher, in the depression yearT932. During 1919-29 this 
item moved within the range 58 per cent to 61 per cent; during 1934— 
38 within the range 67 per cent to 70 per cent.^ Similarly, the Gom- 

^ Kuznets, op. cit., I, 216-17. 
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merce Department data show this element of national income fluc- 
tuating between 64 per cent and 79 per cent in the period 1929-46. 
In Great Britain, for wages only (as distinct from salaries) an even 
more remarkable stability as a percentage of national income appears 
for the periods 1880-1913 and 1924-44.’- The British compute 
national income inclusive of income and excess profits taxes, in con- 
trast to the Commerce Department (old series) and Kuznets. 

8 . The Commerce Department publishes in the Survey of Current 
Business monthly data on total salaries and wages as a component of 
“income payments [to individuals]” rather than of national income. 
This component of that series differs from the annual figures given 
in column 3 of Table 10, in that it excludes tliat part of salaries and 
wages taken from the employee in social security taxes and includes 
work-relief wages instead of placing them under “supplements to 
salaries and wages.” 

The total figure for “income payments to individuals” also includes 
direct-relief payments, veterans’ pensions and bonus payments, social 
security benefits, retirement payments to government employees, 
allowances to dependents of enlisted men, and mustering-out pay, 
none of which is included in national income. They are “transfer 
payments,” not reflecting production, at least not in the year of pay- 
ment.^ The concept “transfer payments” is discussed in more detail 
in a later chapter (Chapter 7, §§ 57-58). 

HI. NET RENT 

9 . Some rent is paid to corporations; the rest, to partnerships and 
sole proprietorships, or to individuals whose activity as landlords is 
so incidental that they are not to be considered business concerns 
engaged in the business of renting. Owing partly to lack of data, 
however, rent recipients have been divided into two classes only: 
corporations and “individuals,” the latter including all unincorporated 
enterprises. 

If the rent is paid to a corporation, it appears in the corporation’s 
tax return as gross income, along with any other income items. 
Expenses are deducted, and the remainder is labeled not “net rent” 
but “net profit.” All corporate profits are included in national 
income; consequently, it would be double counting to include in 
addition the net rent paid to corporations. This is true even if the 

^ For an explanation of this stability, in terms of “average degree of monopoly,” see T. 
Barna, Profits During and After the War (1945). 

^'Gilbert aiid Paradise, loc, dt,, pp. 30-31, in Hauser and Leonard, op. dt. 
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corporation’s sole source of income is rental. In such a case the 
net rent appears in the national income statistics as profits (dividends 
plus corporate saving) of corporations in the real estate industry. 

For example, if a real estate corporation leases a site to a retail 
store, the rental payment made by the retail store is not itself a factor 
payment; it is, instead, like a payment for goods or supplies. The 
service rendered by the site is produced in the real estate industry, 
not in the retail trade industry. The factor payment for this service 
is recorded as (corporate) profit, not net rent. 

Consequently, the item “rent” as a component of national income 
includes, or at least is designed to include, only net rent received by 
individuals. For this purpose, however, the term “individuals” em- 
braces partnerships and proprietorships in the real estate industry. 
The computations for the industry show no “profits” for these unin- 
corporated concerns. All their factor income is either wages or salaries, 
or “net rent to individuals.” 

However, in the new Commerce scries ( § 20) unincorporated con- 
cerns in the real estate industry will be distinguished from individuals 
and their net rent will be recorded as profits of that industry. 

10. Even when a rented property is owned by an individual, the 
amount appearing in the net-rent category will depend on the 
methods of financing. Two identical dwellings renting for the same 
amount and with the same expenses for repairs, depreciation, and 
taxes will show different net rents if one has a larger mortgage against 
it than the other. The net rental in the broad sense of the net income 
available to investors is split between interest and net rent. The 
net rent may even be a negative item (cf. §§ 27, 32). 

11. If the property is owned by the person who uses it, there is, 
of course, no rental actually paid. 

If the owner is a business firm, the fact of ownership in place of 
tenancy is reflected in profits that are larger (usually) than they 
would have been if the concern had paid a rental to someone else 
who in turn had defrayed the repairs, taxes, and other costs of own- 
ing and operating the property. 

If the owner is an individual not using the property in business — ' 
typically, a home-owner — the net rent that would appear under 
tenancy disappears from the accounts on which the national income 
money estimates are based. Consequently, an estimate of “imputed” 
net rental enjoyed by the individual owner-user must be made if an 
nnderstatetnent pf the totp.1 national incorpe is to be avoided. 
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12. From what has been said in §§ 9-11 above, it is evident that 
only limited importance can be attached to the relative amounts of 
total net rent, total interest, and total profit reported for the economy. 
If fewer individuals and more corporations become landlords, the 
total of net rent decreases and the total of profits increases; thus if some 
firms purchase for their own use, with their own money, properties 
they have been renting from individuals, this alteration in totals 
occurs. If tenants become home-owners, net rent decreases and so 
does national income, unless imputed rent is estimated. Similarly, 
as home-owners pay off ^ their mortgages, interest is transmuted into 
imputed net rent. Differences in relative amounts of net rent, interest, 
and profit in two or more economies, therefore, reflect variations in 
patterns of ownership and financing as well as differences in types of 
economic activity. 

13. In contrast to profits, net rent is not reported industry by 
industry in the national income accounts. There are no spb-items, 
“net rent (received by individuals) from the steel industry,” “. . . from 
retail trade establishments,” and so on. Everything that is recorded 
as net rent paid to individuals is considered to arise in one sub-industry, 
“real estate,” which is one of three sub-industries comprising the main 
industry, “finance” (Chapter 3, § 9). 

Net rent, therefore, occupies a unique position in national income 
classification. It is segregated as a type of factor payment, like 
interest, profits, and salaries and wages. It is also regarded as the 
amount of national income produced by a certain industry. In the 
latter respect it resembles the figure for value added by the manu- 
facturing industry or by retail trade.^ 

14. Economic theory commonly distinguishes “interest,” “profit,” 
and “rent.” Although agreement is not complete on the kinds of 
economic function that this distinction reflects, interest is usually 
considered a risk-free reward for forgoing a continuing, immediate 
control over money and for abstaining from spending for consump- 
tion. Profit measures the reward for risk-bearing, and, in some 
definitions, for certain high-management or promotional functions. 
Rent (or “economic rent,” in this technical usage of economic theory) 
is a payment made for a service that does not owe its value to the 
work or other sacrifice of the successive persons who get the income 
from it. “Economic rent of land” is that part of the rent of land that 
is not due to any effort by the present or any preceding owner of it. 

^ Kuznets, op. cit., I, 82-83. 
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Site rent in urban areas and a part of the rent due to extra fertility 
of the better farm lands are illustrations. The significance of eco- 
nomic rent in economic analysis is that the source of payment, the land, 
would continue in existence indefinitely, undiminished in its physical 
aspects, even if the rent were not paid to the owner of the land. 

The totals of rent, interest, and profit in national income compu- 
tations obviously give almost no indication of the amounts of rent, 
interest, and profit in the economic sense. Net rentals, in national 
income terminology, are partly payments for the managerial function 
of landlords and partly a return on man-made capital.^ 

15 . Imputed reiat (Chapter 2, § 18) can be ascertained in either of 
two ways. An imputed gross rental is estimated, and actual and im- 
puted expenses are subtracted. Alternatively, a rate of interest or 
profit is applied to the estimated capital value of the property. 

Two families are going to live in identical new dwellings, each 
costing $9000. Both families have $3000 invested in securities yielding 
$150 a year, and no cash or other assets. The two houses are con- 
structed within the year in question. 

One family rents one of the new houses. The rental yields the land- 
lord 5 per cent on his $9000 investment. If the house is depreciated 
on a twenty-five-year basis, if repairs, and the like, consistent with this 
amount of depreciation are $100 a year, and if tire real estate tax is 
2 per cent of full value, the rental starts at 2^ -h 5 per cent of $9000 + 
$100 ■+ 2 per cent of $9000 = $1090 a year — a figure that is covered 
by the $150 income from securities plus $940 from other sources, say 
salary, of the tenant. 

The other family sells its $3000 worth of securities and borrows 
$6000 on a twenty-five-year mortgage at 5 per cent, and buys the 
other new house. This family has annual cash outlays for the first 
year of $300 (interest), $180 (taxes), and $100 (repairs); a total of 
$580. The family is also forgoing the $150 income it formerly received 
from the securities. Moreover, the house is depreciating $360 a year. 
The family must, therefore, set aside $360 each year if, at the end of 
the twenty-five-year period, it is to have a net worth of $3000, as the 
renting family will have (so far as the dwelling costs alone are con- 
cerned) . Part of the $360 is used each year to amortize the mortgage. 
An amortization payment docs not decrease or increase the owning 
family’s net worth. It is simply an exchange of money in return for a 

^ United Stales Department of Commerce, National Income in the United States 1929~3S 

Tt 5 - j 
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cancellation of a liability of an equal amount; neither side gains or loses. 

In computing the cost of home-ownership in the first year as com- 
pared with renting, the home-owning family must include the follow- 
ing items: interest ($300), real estate taxes ($180), repairs ($100), 
income forgone from securities ($150), and depreciation ($360) = 
$1090. Actually, the home-owner has an advantage because of 
certain provisions in the income tax. He can deduct the amount of 
the interest and real estate tax he pays in computing his personal 
net income under the federal income tax and some state income taxes. 
The tenant, on the other, hand, cannot deduct any of the rent he pays. 
In addition, he has to enter as taxable income the $150 he gets from 
his securities. A minimum blanket deduction granted to everyone 
mitigates the force of this discrimination, but, in general, the home- 
owner gets an appreciable saving under the income tax. For purposes 
of the present analysis, however, this saving will be ignored. 

In the national income accounts the rented house will give rise to 
the following entries: 

A. Factor payment (to landlord); 

Gross rent 
Expenses: 

Repairs $100 

Real estate taxes ^ 180 


Income before depreciation 
Depreciation 

Factor payment (to workers, etc.) 

Wages, etc. (repairs) 

Total factor payments 

B. Product: 

Consumption, by tenant (rent) 
Disinvestment, by landlord 

(depreciation) $360 

Real estate taxes 180 


Consumption made possible by 
production during the current 
year $550 

^ The treatment of this item in national income accounts is discussed below, Chapter 7, 

I 41 


$1090 


•280 


-360 


$1090 


$450 

100 

$550 


■540 
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The national income accounts should be affected the same way by 
the owner-occupied house. Renting a house does indeed occasion 
some additional management and selling activities. But the amount 
of added national income so produced may be ignored as quantita- 
tively unimportant. Hence the acts of purchasing and using for 
home-ownership must be recorded as follows; 

A. Factor payment (to home-owner): 


Imputed gross rent 

Actual expenses: 


$1090 


Repairs 

$109 



Real estate taxes 

180 

280 


Imputed income before depre- 




ciation 


810 


Depreciation 


-360 


Imputed investment income 
Imputed net income, after de- 


$450 


ducting |300 paid to mort- 
gagee 



$150 

Factor payment (interest to mort- 
gagee): 

Factor payment (of workers, etc.): 



300 

Wages, etc. (repairs) 



100 

Total factor payments 



$550 

Product: 




Consumption, by home-owner 
(imputed rent) 

Disinvestment, by home-owner 


$1090 


(depreciation) 

$360 



Real estate taxes 

180 

540 



Consumption made possible by 
production during the current 

year $550 


16 . The same result is reached if, paralleling the net income that 
is recorded with the rented house ($450), a net return of 5 per cent 
is computed for the owner-occupied house on the $9000 cost. 

17 . If the home-owner’s purchase of a house is treated as an act 
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of consumption, like the purchase of food, and not an investment, 
no imputed rent is recorded. The house vanishes forever from the 
national income accounts as soon as the purchase is made. In the 
example immediately above, the year of purchase would show $9280 
consumption (purchase price, repairs, and real estate tax). This 
would be $8190 more than if the house had been rented (§15). In- 
vestment for the year would be zero, or $8640 less than if the house 
had been rented ($9000 less investment and $360 less disinvestment, 
no depreciation being recorded). The total of national income 
would be diminished by the absence of $450 imputed net income on 
the investment. 

There are over eleven million urban and rural non-farm, owner- 
occupied houses in the United States..^ They produced an annual 
imputed net rent ranging from $0.8 billion to $2.5 billion in the 
period 1929-44 (Table 12). In many European countries, on the 
other hand, owner-occupied houses, at least in the cities, have played 
a minor r61e. Exclusion of imputed net rent from owner-occupied 
houses would, therefore, understate the relative national income of 
the United States. 

18. In principle, every purchase by a consumer could be regarded 
as an investment purchase. An imputed net income could be calcu- 
lated by applying an interest rate (or an interest-and-profit rate) to 
the value of the commodity as long as it remained unconsumed. In 
practice, except possibly for automobiles and furniture, the amounts 
are probably not worth the trouble of an annual estimate.® Mean- 
while, in drawing inferences from movements in year-to-year totals 
of consumption, the possibility must be kept in mind that consumers 
may be increasing or decreasing their personal inventories. 

19. In the United States computations, Kuznels includes in na- 
tional income an estimate of imputed net rent of owner-occupied 
houses. As a corollary, he always counts the purchase of a house as a 
use of savings (capital formation), never as consumer expenditure. 
The gross imputed rental is included in consumer outlay. The im- 
puted net rent rises steadily from $1.5 billion in 1919 to $2.7 billion 
in 1924, then declines steadily to $1 biUion in 1934, rising again to 
$1.4 billion in 1938. 

1 Sixteenth Census, 1940, Housing, II, part 1, p. 7. 

® See Donald B. Marsh, “The Taxation of Imputed Income,” Political Science Quarterly, 
December, 1943, p. 524. 
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The Department of Commerce estimates of national income, as 
published through February, 1947, do not include imputed net rent. 
They do include that part of gross imputed rent that goes to meet 
the wages and other factor payments earned in the course of making 
repairs. They include, in effect, the taxes paid by the home-owner 
(Chapter 7, §41). And they include interest paid to individuals. 
A home-owner who has borrowed to build or buy his house “owns” 
only part of it, in an economic sense. A country whose “home- 
owners” own only a thin equity in their dwellings would increase its 
recorded national income only slightly by^ including imputed net 
rental iri place of the Commerce Department computations. Gross 
imputed rental minus all current expenses including interest would 
be small. 

In its revised estimate of national income, the Department of 
Commerce will include the net imputed rent of owner-occupied, non- 
farm residences. The imputed net income from owner-occupied farm 
housing is also to be included in the new national income series, but 
under the heading “entrepreneurial income from farming.” ^ Cor- 
respondingly, the revised series of consumer expenditures will include 
total gross imputed rent. 

20 . Three series of data on net rent received by individuals in the 
United States are considered here: Kuznets, Commerce (old series), 
and Commerce (new series). The Commerce (old series) data are 
those appearing in the annual compilations of national income in the 
Survey of Current Business, including the February, 1947, issue. The 
new series reflect improvements in the sources of data and some 
changes in the concept of net rent, notably the inclusion of imputed 
net rent of home-owners. This series, however, which appeared in 
the Survey of Current Business of March, 1 946, is part of an entire re- 
vision of the Commerce Department data on national income, and 
thenew totals of national income have not yet been published.^ Hence 
the new series is here not expressed as a percentage of national income. 
The new series is given in Table 12; the other two, in Table 11. 

Kuznets and the Department of Commerce (old series) compute 
total net rent paid to individuals in the following way. They estimate 
{a) the total gross rent paid by business firms in each industry except 
agriculture (manufacturing, retail trade, and the like), as shown in 

'Dwight B. Yntema, “Rents in the United States, 1929-44,” Survey of Current Business, 
March, 1946, p. 19. ' They are given in Appendix B below. 
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Net Rents and Royalties Received by Individuals, United States, 
1 9 1 9-43 (Kuznets and Commerce, old series) 


(in billions of current dollars) 


Year 

Total Net Rent and Royalties 
(Including Imputed Net Rent 
of Home-Owners in Kuznets series) 

Imputed Net Rent 
of Home-Owners 
(Kuznets) 

Absolute 

Amount ^ 

Per Cent of 

National Income ^ 

Absolute 

Amount ° 

Per Cent of 

Total Net 

Rents and 
Royalties ^ 

Kuznets 

Commerce 

Kuznets 

Commerce 

1919 

$4.0 

• 

6.2 


$1.5 

38.2 

1920 

4.3 


5.8 


1.9 

44.6 

1921 

4.5 


7.5 


2.2 

48.3 

1922 

4.9 


8.1 


2.3 

46.0 

1923 

5.2 


7.2 


2.3 

45.2 

1924 

5.6 


7.8 


2.7 

47.2 

1925 

5.5 


7.2 


2.6 

47.1 

1926 

5.1 


6.3 


2.4 

46.8 

1927 

5.1 


6.3 


2.4 

47.0 

1928 

4.9 


6.0 


2.2 

45.4 

1929 

4.9 

3.6” 

5.6 

4.3 

2.3 

47.5 

1930 

4.3 

2.9“ 

5.5 

4.2 

2,3 

53.5 

1931 

3.0 

2.3“ 

5.0 

4.2 

1.7 

57.5 

1932 

2.1 

1.5“ 

4.9 

3.7 

1,3 

61.4 

1933 

2.1 

1.5“ 

5.0 

3.4 

1.2 

57.5 

1934 

1.9 

1.7“ 

3.8 

3.5 

1.0 

55.0 

1935 

2.1 

2.0“ 

3.9 

3.5 

1.1 

51.7 

1936 

2.2 

2.1“ 

3.5 

3.3 

1.1 

51.0 

1937 

2,6 

2.2“ 

3.7 

3.1 

1.3 

51.0 

1938 

2.6 

2.2“ 

3.9 

3.5 

1.4 

55.1 

1939 


2.3“ 


3.2 



1940 


2.3“ 


3.0 



1941 


2.8“ 


2.9 



1942 


3.4“ 


2.8 



1943 


3.8“ 


2.6 



1944 


f 


f 



1945 


f 


f 



1946 


f 


f 




* For 1919-38, left-hand column, Kuznets, oj>. cit., II, 732. For 1929-43, right-hand 
column. Survey of Current Business, April, 1944, Table IS, p. 15; these Survey of Current Busi- 
ness data do not include imputed rent. See also Kuznets, op. cit., II, 451. 

Kuznets, op. cil., I, 217, and computed from Surv^ of Current Business, loc. cit. 

<= Kuznets, op. cit., II, 735. ^ Computed from Kuznets, op. cit., II, 732, 735. 

® Not including imputed net rent. 

^ Net rent not stated separately. “Interest and net rents,” in billions of dollars: 1943, 
9.7; 1944, 10.6; 1945, 11.8; 1946, 13.0. Survey of Current Business, February, 1946, Table 7, 
p. 8, and February, 1947, Table 4, p. 8. 
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TABLE 12 

Net Rents and Royalties Received by Individuals, United States, 
1 929-44 (Commerce, nev/ series) ® 


(in billions of current dollors) 


Year 

Total 

Rented 

Properties 

Owner-Occupled 
Non-Farm Residences 
(Imputed Net Rent) 

1929 

$5.8 

$3.2 

$2.5 

1930 

4.8 

2.5 

2.2 

1931 

3.6 

1.7 

, 1.9 

1932 

2.6 

1.1 

1-4 , 

1933 

2.0 

1.0 

1.0 

1934 

2.0 • 

1.2 

0.8 

1935 

2.2 

1.4 

0.8 

1936 

2.6 

1.7 

0.9 

1937 

3.1 

2.0 

1.0 

1938 

3.1 

1,9 

1.2 

1939 

3.3 

2.0 

1.3 

1940 

3.4 

2.2 

1.3 

1941 

4.0 

2.7 

1.3 

1942 

4.9 

3.5 

1.5 

1943 

5.7 

4.2 

1.5 

1944 

6.1 

4.5 

1.6 


“ Dwight B, Yntema, “Renta in the United States, 1929-44,” Survey of Current Business, 
March, 1946, Table 3, p. 19. In general, “the estimates for rents at both gross and 
net levels are subject to a considerable degree of uncertainty. ... As yet . . . there has been 
no census of non-farm non-residential structures.’’ 


Statistics of Income and industrial censuses; (Jb) the total urban gross 
rent paid by individuals for residences; (c) the amount of total urban 
gross rent — which is (a) + {b) — that is received by corporations. 
By subtraction they arrive at {d) the total urban gross rent received 
by individuals. Then they estimate (e) the average ratio of net rent 
(before deducting mortgage interest) to gross rent; (f) the urban net 
rent, before deducting mortgage interest, received by individuals, by 
applying (e) to {d ) ; (^) mortgage interest on individuals’ urban rented 
property. By subtraction they obtain (A) the urban net rent, after 
mortgage interest, received by individuals, and add (?) net rent paid 
by farmers to non-farmer landlords, as estimated by the Department 
of Agriculture. The sum of (h) and (?) tlien represents total net rent 
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received by individuals d In the new Commerce series some of these 
steps are not used or are modified, as indicated below. 

Quantitatively, the most important step is (6), the estimate of the 
gross rent paid by individuals for residences. Kuznets’ estimate 
utilizes the Census of Population (1920 and 1930) and the Real Property 
Inventory of 1934 for number of houses and the percentage rented. 
The median rent for 1930 {Census of Population ) the basis for com- 
puting average rent, which is extrapolated by Bureau of Labor Sta- 
tistics rent indexes for other years. These sources are also utilized 
in the computations of imputed rent given by Kuznets and Commerce 
(new series). ‘ 

The ratio assumed for net rent, before deduction of mortgage 
interest, to gross rent is also important and difficult to estimate. 
Kuznets used sample studies of operating expenses for apartment 
buildings in 1935 and office buddings in 1934, and Commerce (old 
series) used a consensus of authorities. 

For its new series the Commerce Department has the advantage of 
its independent estimate for 1941 of net rents realized by individuals 
from non-farm properties, based chiefly on Statistics of Income, but 
with several important adjustments of data from that source. From 
the resulting net figure and a comparable estimate of gross rents, 
a ratio of net to gross was derived that was helpful in estimating the 
net-rent total for 1929. For other years, except 1943 and 1944, net 
rents reported on tax returns for net incomes of $5000 and over were 
raised to give a total of net rents received by individuals. The 
raising was done by using an adjusted ratio of total wages and sal- 
aries (in national income computations) to wages and salaries re- 
ported in returns with $5000 and over net income. The adjustment 
of the wage-and-salary ratio was determined from the relation of 
this ratio to corresponding net-rent ratios in 1929 and 1941. The 
net-rent estimates for 1943 and 1944 were based on the relation shown 
between wages and salaries, and rents, in 1938-42. 

Net farm rents received by landlords living on farms are not in- 
cluded in the total of net rent received by individuals, except in 


For steps (a) to {d), see Kuznets, op. cit., II, 546, 742—49; for steps (e) to (f), ibid., 
pp. 546, 750-54. See also ibid., I, 82-83, 110-11, 114, and II, 451. For Commerce 
(old series), see United States Department of Commerce, National Income in the United 
States, 1929-35, pp. 278-79. Some information on sources for the new series is given in a 
reprint of the Yntema article (see immediately preceding footnote) that contains an 
“additional note on sources and methods.” The Commerce (old) series also includes 
net farm rents accruing to landlords living on farms. 
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Commerce (old series) ; they are a part of total entrepreneurial income 
(profits) in the industry of farming. 

Royalties received by individuals are in general included in the 
net-rent total.^ 

This condensed description gives an inadequate impression of the 
ingenuity and daring that the estimators have had to show in order 
to obtain any estimates at all for net rent received by individuals in 
the intercensal years. 

21. According to Kuznets, net rent, including imputed net rent 
on owner-occupied houses, rose steadily from $4 billion in 1919 to 
S5.6 billion in 1924 and declined slightly to 554.9 billion in 1929. The 
depression brought it down to $1.9 billion in 1934, and it recovered 
only to $2.6 billion, still well, below the 1919 total, by 1938. As a 
percentage of national income, it was a minor item throughout 1919- 
38, ranging from 6 per cent to 8 per cent until 1930 and stabilizing at 
about 4 per cent in the latter nineteen- thirties. 

The Commerce (old series) total of net rent differs considerably 
from Kuznets’: (1) it does not include imputed rent on owner-occu- 
pied houses; (2) it assumes a higher ratio of net rent to gross rent than 
does Kuznets’.^ From $3.6 billion in 1929 it declined to $1.5 billion 
in 1932 and 1933, and rose to $2.3 billion in 1940. The war moved it 
up to $3.8 billion in 1943. 

The Commerce (new series) of net rents (Table 12) is somewhat 
lower than the old series, aside from imputed rents, up to 1 942, partly 
owing to changes in classification. 

22. In principle, rent received by non-resident individuals from 
property located in the United States is excluded from national 
income, and rent received by residents of the United States from 
property abroad is included (Chapter 1, § 1). In fact, the rent 
total includes only rent originating in the United States, regardless 
of the residence of the recipient (§ 62), except that the latest Commerce 
Department estimates appear to be more nearly on a residence basis. 

IV. INTEREST 

23. Interest, like rent, may be paid to a business enterprise or to 
an individual. The national income total includes only the interest 
paid to individuals. All other interest appears as profit of the recipi- 

Kuznets, op. cit., pp. 424-26; Yntema, loc. cit. (reprint), p, 5. 

® Kuznets, op. oit., 11, 451. 
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exit business firmj and would be double-counted if included again as 
interest (cf. § 9). The amount of interest, like the amount of rent, 
therefore, depends on the pattern of ownership as between business 
concerns and individuals, and upon the pattern of financing by the 
user as between owning outright or with the aid of borrowed money, 
or renting. For example, if corporations come to own more of the 
property they use and purchase it by issuing more bonds and less 
stock than in some other place or period, the interest component in 
the national income will be higher and the profit and net rent com- 
ponents lower. 

The interest paid to a* corporation is eliminated by subtracting it 
from the interest paid by the same corporation. The result is a 
“net” item of interest paid by the corporation. The sum of these 
net items for all coi’porations is the amount of corporate interest 
paid to non-corporate entities. 

If the retail store in § 9 borrowed money from the other corpora- 
tion and bought the site, instead of leasing it, the factor payments 
attributed to the retail store would include the interest it paid on 
the loan, although the interest was not in fact paid to individuals. 
Among the factor payments made by the receiving corporation, the 
interest it received would enter as a negative item under the heading, 
“net interest paid.” Consequently, the service rendered by the site 
would be considered created in the retail trade industry. If the site 
were leased, on the other hand, the service would be attributed to 
the real estate industry. 

In computing national income the subtraction of interest received 
from interest paid is done industry by industry. Consequently, if 
an industry pays out less interest than it receives, a negative amount 
of interest will be recorded among the factor payments originating 
in that industry. This apparently anomalous result is considered 
further in Chapter 9, §§ 10-13. 

24 . The national income total cannot, however, include all interest 
payments to individuals. National income is a measure of produc- 
tion. Some interest payments reflect production, but others do not. 
For example, A lends money to B in order that B may purchase a 
consumer good now rather than later. Consequently, A forgoes the 
possibility of purchasing that amount for himself now, but he can 
make such a purchase later, when B repays him. To isolate the prin- 
ciple at issue, it is assumed that the total amount of production in 
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the nation at both points of time will be at a given rate, whether or 
not the loan is made (if B does not borrow to buy now, A will buy 
now, and B will buy later). In effect, A and B have arranged a 
barter with a money supplement; A gives B a product now in exchange 
for getting a product later, plus a reward (interest) for waiting. But 
national income deals only with the production of goods, not with 
increases in satisfaction that come from exchange of goods. 

Consequently, this type of interest payment must be distinguished, 
for national income purposes, from tire kind that reflects an actual 
increase in production over what would have occurred if the loan 
had not been made. In the latter case, A ’forgoes the possibility of 
consumption now, so that B may use a corresponding amount of 
the nation’s resources now to. produce a capital good that, in being 
used up in some future time, will yield a total of consumer goods 
greater than the capital good. The excess is interest (or partly profit, 
if risk is involved) . 

These considerations support the exclusion from national income 
of interest payments on loans made for consumption. More precisely, 
they support the exclusion of any interest payment that is not simply 
a part of the independently computed total return on a building, a 
piece of equipment, or other specific capital. The total return in- 
cludes, of course, both money return and imputed return. In prac- 
tice, then, the considerations adduced above exclude interest that 
does not itself cut down the amount of money or imputed profit 
entered in national income. The total money return or imputed 
return on a capital good ordinarily contains a money or imputed 
profit element. This element is computed by subtracting from the 
total return the amount of interest paid. Thus, the determining item 
for the national income total is never the interest per se or the profit 
per se, but the total investment return on the building, stock of in- 
ventory, and so on. For the national income total it is immaterial 
whether this return is called all profit or partly profit and partly 
interest. 

The Department of Commerce estimates of national income include 
interest on consumer debt.^ Kuznets includes such interest if paid 
to corporations (finance companies, for example). 

1 For a discussion of this issue, see Milton Gilbert, “U-S. National Income Statistics,” 
Economic Journal, April, 1943, p. 82, and Richard Stone, ibid., p. 83. See also Edward F. 
Denison, “Report on Tripartite Discussions of National Income Measurement,” Studies in 
Income and Wealth, X, pp. 1-18, 1-19 (mimeograph), and discussion, pp. 1-61, 1-62. 
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25 . The available data on interest payments do not show how 
much of the total goes to individuals. An estimate has been made, 
however, using “rather heroic assumptions.” ^ These assumptions, as 
described by Kuznets for the National Bureau series through 1938, 
are: 

(a) That all interest on private short-term debt throughout the 
economy is paid to business firms, chiefly banks, by business firms. 
The payment is made for an intangible product (credit) used in busi- 
ness. Consequently, the interest, like a payment for raw materials, 
is not itself a factor payment. It is instead a part of the gross receipts 
of the credit-granting firms. 

(b) That all interest on long-term debts is paid to individuals and 
therefore should be included in national income as a factor payment. 
One exception is made to this assumption. The computations recog- 
nize that the interest on some of tlie long-term government bonds is 
received by corporations and hence should not be counted. Cogni- 
zance is taken of this fact because during the nineteen-twenties and 
thirties Statistics oj Income compiled the interest reported by corpora- 
tions as received from bonds exempt from the corporation tax. 
(Recently, more data have been made available by the Treasury on 
the distribution of the government debt.) Aside from these bonds 
it is assumed that all long-term private debt and all other government 
debt, long-term or short-term, is held by individuals, excepting private 
or public debt held by states or local subdivisions, for which specific 
allowance is made. 

(r) That the term “individuals” applies to commercial banks, sav- 
ings banks, life insurance companies, building and loan associations, 
and charitable and educational institutions, with respect to their 
receipt of interest on long-term loans (and dividends — see §47). 
A commercial bank, for example, is treated as if it were two separate 
bodies. One body is a business firm, receiving short-term interest, 
service charges, and so on, and paying out salaries, wages, and divi- 
dends. The other body is an aggregation of individuals — that is, 
depositors — who are deemed to receive the interest on the long- 
term loans made by the bank. The long-term loan interest is included 
in national income, as part of income “paid to individuals”; the in- 
terest actually credited to depositors is disregarded. This problem 
is discussed in more detail in §§ 58-61. 

^ Kuznets, Motional Income and Its Composition, 1919-1938, 1, 101. 
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{d) That all unincorporated business firms other than farrns and 
other than those included in “individuals” paying mortgage interest 
(cf. § 9) have no long-term debt outstanding, hence pay no interest 
to individuals. However, the Commerce Department estimate specifi- 
cally includes interest on mortgages on stores.^ 

Under these assumptions, the aggregate of interest paid to indi- 
viduals is computed by: * 

(1) estimating the total long-term debt of corporations from bal- 
ance-sheet data compiled in Statistics of Income, multiplying by an 
average interest rate derived from sample data, and subtracting the 
amount of tax-free government bond interest received, these steps 
being taken industry by industry except for those in (2), (3), and (4) 
below. Conceivably, therefor^, as noted in § 23, for any one industry 
a negative amount of interest paid, or, more precisely, “interest 
originating in the industry,” may be shown. 

(2) adding the reported interest on long-term debt of public 
utilities and subtracting long-term interest received by these firms, 
as reported from special governmental sources; 

(3) adding the interest paid by farmers on mortgages, as estimated 
by the Department of Agriculture (contract interest minus estimated 
defaults) ; 

(4) adding interest paid on individuals’ urban mortgage debt plus 
interest paid on farm mortgages by non-farmers (contract interest 
minus estimated defaults) ; 

(5) adding interest paid on all government debt, short-term or long- 
term, minus interest received by state and local governments (the 
federal government’s interest receipts are evidently assumed to be 
negligible) ; 

(6) subtracting an estimate of the amount of interest on long-term 
domestic debt paid to foreigners, and adding an estimate of interest 
received by domestic holders of long-term foreign securities. 

The total of interest paid to individuals is thus obtained by piecing 
together information from many parts of the economy. And there 
is no over-all series of somewhat similar data that can serve as a 
“controlling total” (Chapter 9, § 9) to judge how much has been 
omitted. 

1 Marvin Hofifenberg, with assistance from Mabel S. Lewis, “Estimates of National Out- 
put . . . ,” Remew of Economic Statistics, May, 1943, p. 117. 

^ Kuznets, op. cit., I, 115; II, 408-09, and part IV, especially pp. 546, 750-52, 828-31, 
and 844-45. Commerce adds interest payable rather than interest paid, in steps (3) and 
(4). 



TABLE 13 


Interest Received by Individuals, United States, 1919-43 
{Kuznets and Commerce) 


(in billions of current dollars) 



Total Interest Received 

Government Interest 

All Other Interest 



by Individuals 


Received by individuals 

Received by individuals 

Year 

Absolute 
Amount “ 

Per Cent of 

National 
Income ^ 

Absolute 
Amount ^ 

Per Cent of 

National 

Income ® 

Absolute 
Amount ^ 

Per Cent of 

National 

Income ® 

1919 

$3.2 


5.0 

« 

$1.0 

1.6 

$2.2 

3.6 

1920 

3.7 


4.9 


1.2 

1.7 

2.4 

3.2 

1921 

3.9 


6.5 


1.3 

2.1 

2.6 

4.4 

1922 

4.0 


6.6 


1.3 

2.2 

2.7 

4,4 

1923 

4.2 


5.9 


1.3 

1.9 

2.9 

4.0 

1924 

4.4 


6.1 


1.3 

1.8 

3.1 

4.3 

1925 

4.6 


6.0 


1.3 

1.7 

3.3 

4.3 

1926 

4.7 


5.8 


1.3 

1.6 

3.4 

4.2 

1927 

4.9 


6.2 


1.3 

1.6 

3.7 

4.6 

1928 

5.3 


6.5 


1.2 

1.5 

4.0 

4.9 

1929 

5.6 

$5.9 

6.4 

7.1 

1.3 

1.4 

4.3 

5.0 

1930 

5.7 

6.0 

7.4 

8.7 

1.3 

1.6 

4.5 

58 

1931 

5.7 

6.0 

9.5 

11.0 

1.3 

2.1 

4.4 

7.4 

1932 

5.5 

5.6 

12.8 

14.0 

1.4 

3.2 

4.2 

9.9 

1933 

5.0 

5.1 

11.9 

12.1 

1.5 

3.5 

3.5 

8.4 

1934 

4.8 

5.2 

9.8 

10.5 

1.6 

3.2 

3.3 

6.8 

1935 

4.6 

5.1 

8.5 

9.2 

1.5 

2.7 

3.2 

• 5.8 

1936 

4.6 

5.1 

7.3 

7.9 

1.5 

2.4 

3.1 

4.9 

1937 

4.7 

5.1 

6.7 

7.1 

1.7 

2.4 

3.0 

4.3 

1938 

4.6 

5.1 

7.0 

7.9 

1.7 

2.6 

1 

2.9 

4.4 

1939 


5.1 


7.2 





1940 


5.1 


6.6 





1941 


5.2 


5.4 





1942 


5.5 


4.5 





1943 


6.0 


3.7 





1944 


e 


e 





1945 


e 


e 





1946 


e 


e 






"■ Left-hand column, Kuznets, op. cit., I, Table 22, p. 216; right-hand column. Survey of 
Current Business, April, 1944, Table 15, p. 15. 

For state and local governments, “interest originating” in government; Kuznets, op. 
cit., II, 811, 828-31. 

“ Computed from ibid., I, 322-323. 
d Ibid., I, 318-19. 

® Not available. See note/ to Table 11. 














no 


NATIONAL INCOME AS FACTOR PAYMENTS 


26 . In the United States, for the years 1919-38 inclusive (Kuznets), 
the annual total for interest received by individuals rose steadily 
from $3.2 billion in 1919 to $5.7 billion in 1930 and again in 1931 
(Table 13). As private debts were liquidated in the depression, the 
total dropped, despite a growing governmental debt, to $4.6 billion 
in 1935 and was still at that level in 1938. 

The Department of Commerce computations reach a slightly 
higher figure in each of the years 1929-38. During World War II 
the interest total (Commerce) rose slowly to $6 billion in 1943. It 
was somewhat higher, nearly $9 billion, in 1946 because of the large 
federal war debt. But in the forthcoming revision of its national 
income series, the Department of Commerce will exclude interest on 
all government debt, for reasons given in Chapter 7, § 68. 

The total of interest paid to individuals (Kuznets) was about 5 or 6 
per cent of the national income dining 1919-29. It then rose to 
13 per cent in 1932 as the absolute total of national income dropped, 
and declined to 7 per cent in 1 938 as national income recovered. . In 
the Commerce Department series it dropped to 4 per cent in 1943. 

V. CORPORATE PROFITS 

A. Ambiguity of “Profits” 

27 . Profits, as compiled for national income estimates, represent a 
mixture of interest return on capital, reward for risk-taking, wages 
of management, and economic rent. Profits also include a large 
element 6f labor income in addition to wages of management, in 
unincorporated enterprises (§4). 

Profits share with rent the possibility of being a negative amount. 
When they are negative, the interpretation in terms of factor pay- 
ments is difficult. A concern pays $1000 in wages, has no other ex- 
penses, and sells the product for $800. In this case the national 
income accounted for by labor is commonly said to be $1000 and that 
by capital, — $200. Another interpretation is that labor, under poor 
direction from the capitalists, produces only $800 worth of product 
(national income), to which capital or management adds no value 
(see also § 32) . 

Philanthropic organizations that furnish services free of charge do 
not incur a loss in the sense that a business firm does when its sales 
receipts fall short of its current expenses. There is not the same im- 
plication of waste of resources or failure of purpose. Instead, the 
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churches, hospitals, labor unions, and similar organizations are treated 
as associations of individuals. They receive investment income and 
transfer payments (gifts) as individuals, and as individuals they spend 
money for “consumption” on the creation of services which they use 
themselves or give to others.^ 

28 . By attaining a monopoly or quasi-monopoly position, a con- 
cern may increase its own profits, through raising its selling prices 
or (monopsonist) forcing down the prices of the goods and services it 
buys. If it increases its selling prices, the total money national income 
may increase. Deflating by an index of product prices will remove a 
part, all, or even more ’than all of the increase. But in any event 
the recorded share of the concern in the real national income will have 
risen, by virtue of its exercise of monopoly power. The concern can 
be regarded as “producing” that share of the national income only in 
the formal sense that consumers are willing to give it so much because 
they have no other place to go. 

As these remarks imply, it is possible to construct at least a hypo- 
thetical example showing that the total national income, even when 
deflated by a product-price index, can hicrease merely because one 
or more concerns gain some degree of monopoly power and, by rais- 
ing their selling prices, bring about a reallocation of resources. The 
technical possibility of such an increase, whether or not it is important 
in real life, has, of course, created misgivings among national income 
analysts, misgivings that have as yet been only partly resolved. The 
issue is allied to the broader one of what kind of product-price index 
should be employed. It is examined somewhat further in Chapter 6, 
§§ 85-90, where the distinction advanced by J. R. Hicks between 
“productivity” and “welfare” is noted. Hicks’s position is that the 
monopolistic profit element, or any other existing wedge driven be- 
tween true cost and price (an “indirect” tax, for instance), must be 
included if “welfare” is to be measured, but excluded if “productivity” 
is to be measured. 

The monopolizing concern may cause not a net increase but a 
net decrease in the money national income (that is, even before ad- 
justment by a price index). The high selling price of its product 
reduces the profits of its business-firm customers. More important 

1 For the treatment of non-profit organizations, see Edward F. Denison, “Report on 
Tripartite Discussions of National Income Measurement,” Studies in Income and Wealth, X, 
p. I-ZO (mimeograph). 
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Still, the high price of the product raay so restrict purchases that total 
output in the economy declines. The resulting decrease in total na- 
tional income will not be put to the account of the monopoly. It 
will appear as lower real profits of other firms, lower real wages of 
those who work, and unemployment. Then the monopolist’s share 
in the national income may be greater than ever; its own profits 
have risen and national income has fallen. 

The reverse effects may follow if a concern sells its product at a 
loss. Conceivably, the total national income could be larger than if 
the concern set its price high enough to break even. The product 
may be a key one, in the sense that a fall in its price removes many 
obstacles to production. One possible development of national in- 
come analysis is to attempt, in conjunction with the main body of 
economic theory, rough estimates of how much the total income of a 
given area and period has been or may be increased or decreased by 
a change in price policy of one or a few large economic units. The 
Tennessee Valley Authority’s electricity rates and the prices of alumi- 
num and nickel illustrate such fields of study. 

29. An industry, though not monopolized, may be able to avoid 
meeting some of the costs for which it is directly responsible. Conse- 
quently, the users of its products are able to buy them at prices that 
are lower, or the industry shows profits that are higher, than would 
obtain if all costs had to be met by those who cause them. Before the 
bituminous-coal-burning industries of a large city are forced by law 
to use hard coal or otherwise eliminate the smoke nuisance, the house- 
wives pay large laundry bills (or work more, at home). This extra 
expense does not appear in the accounts of those who are economi- 
cally responsible; that is, the users of the products made by the coal- 
burning industries. Conversely, an industry may be producing as a 
free by-product certain benefits that would command a money price 
if it were not for technical difficulties of collection of money from the 
beneficiaries; for example, inventions of a type that cannot be patented 
or kept secret. The contribution to the national income as measured 
by the receipts from the invention is understated. Considerations 
such as these, where the “marginal social net product” diverges from 
the “marginal private net product,” are numerous and important,^ 
and they justify added caution in interpreting various breakdowns of 
the national income total, even when they do not seriously affect 
the total itself (see also § 32). 

‘ A. C, Pigou, Ecommics of Wdfare (4th cd.), chap. IX. 
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B. Depreciation, Obsolescence, and Depletion 

30. Pi'ofits are computed after deducting depreciation and, in some 
cases, obsolescence. The accountant, not the economist, is the one 
who sets the depreciation charges. To the accoimtant, the computa- 
tion of depreciation for any one year is a process of cost allocation 
rather than one of periodic valuation, because one of his chief aims 
is to facilitate intra-plant comparisons, between departments and 
between periods of time, in order to reveal and analyze variations 
in operating efficiency.^ Usually the depreciation charge for the 
year is set by estimating the length of life of the asset in years and 
dividing this number into the purchase price of the asset less its 
ultimate salvage value. Consequently, the book value resulting from 
cost less depreciation has no close relation to the amount the plant 
or machine would bring if it could be, and were, sold. The allow- 
ance for obsolescence does tend to bring the book value nearer the 
market value, if there is any market, but obsolescence allowances are 
probably not very common (Chapter 2, §§ 8-12).^ 

The formal, conventional nature of the depreciation charges that 
are embedded in national income figures must be kept in mind in 
interpreting national income totals or sub-totals. During the two 
decades 1919-38 the estimated annual total of depreciation, deple- 
tion, and obsolescence fluctuates narrowly between $8 billion and $11 
billion (Kuznets) . The Department of Commerce estimate, which is 
less comprehensive than Kuznets’, fluctuates in the $6 billion to $8 
billion range during 1 929-44. Kuznets adjusts the depreciation, as 
recorded in Statistics of Income, to current replacement cost; the aim is 
to state the capital consumption of any one year in terms of the price 
level of capital assets in that year, instead of in terms of what the assets 
cost in a previous year. Consequently, in years of low prices (1932, 
for example) the reported depreciation data are adjusted downward 
by Kuznets.^ The Commerce Department does not attempt such an 
adjustment. Aside from this adjustment, both Kuznets and the De- 
partment rely on Statistics of Income for corporate data and on various 
sources for the remainder. Depreciation on owner-occupied homes 

^ Cf. James L. Dohr and Howell A. Ingraham, Cost Accounting (3d. cd.), pp. 386-87. 

2 For a general discussion of fixed-asset valuation in national income, see Solomon Fabri- 
cant, “On the Treatment of Corporate Savings in the Measurement of National Income,” 
Studies in Income and Wealth, I, 122—28. 

3 A critical analysis of this procedure is given in Wendell D. Hance, “Adequacy of Esti- 
mates Available for Computing Net Capital Formation,” Studies in Income and Wealth, VI, 
264-66. 
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is deducted by Kuznets, since he includes gross imputed rental in 
computing national income. He also deducts depreciation on gov- 
ernment property. Of course, neither of these deductions is allocated 
against the “profits” component in his national income series. The 
Commerce Department does not make either of these deductions.^ 

31. When natural resources are removed from the earth in the 
process of production, as in the oil industry, a depletion charge is 
made against the sales receipts, in computing profits. In principle, 
the depletion charge recovers the capital invested in the natural re- 
sources. But the amount of capital invested may mean, not the cost 
sunk in discovering or obtaining the resources (cost depletion), but 
the value of the resources when discovered, a value that may be far 
greater than the cost. The income-tax data reflect largely either this 
“discovery depletion” or an arbitrary amount expressed as a percent- 
age of gross receipts; in either case the depletion deductions are much 
larger than would be computed on a cost basis. Chiefly because of 
this consideration, the Commerce Department has decided not to 
subtract depletion at all in its most recently published series of cor- 
porate profits. The Department does not include in national income 
for any given year the excess of the value of discoveries of natural 
resources during the year over the factor cost involved in making 
the discoveries. Consequently, it considers that it has logical grounds 
for refusing to deduct depletion in so far as depletion is based on the 
excess of this discovery value. Because of the difficulty of ascertaining 
what part is cost depletion, all depletion is ignored.^ This reasoning, 
however, allows the inclusion in national income, indirectly, of 
certain types of capital gains, a point discussed in § 35. 

32. When wages are paid to construct a piece of capital equipment, 
like a machine or a building, the outlay is capitalized (Chapter 2, § 2) . 
The wage earner’s receipts are counted as national income. But it 
may develop that the wage earner’s work produced nothing that is in 

1 The estimates of depreciation (including obsolescence) and depletion are given in 
Chapter 6 as follows: on government property, § 29, Table 22; residential property, § 33, 
Table 24; non-residential private structures and producers’ durable equipment, § 33, 
Table 25; private structures and producers’ durable equipment, §§ 34-39, Table 26; total, 
§ 69, Table 32. 

Gardner F. Derrickson, “Trend of Corporate Profits, 1929-45,” Survey of Current Busi- 
ness, April, 1946, p. 12; Milton Gilbert, “U.S. National Income Statistics,” Economic 
Journal, April, 1943, p. 77. It is not evident that even the cost of discovering natural re- 
sources is entered in capital formation and hence in national income. See Edward F. 
Denison, “Report on Tripartite Discussions of National Income Measurement,” Studies in 
Income and Wealth, X, pp. 1-13, 1-14 (mimeograph), and discussion, p. 1-63. 



NATIONAL INCOME AS FACTOR PAYMENTS 


115 


demand. As an extreme example, suppose that an entrepreneur 
spends $500,000 on wages and $1,500,000 on materials to construct 
a hotel in a scenic but remote location, just at the end of a business 
boom. For a year or so the hotel attracts enough customers barely 
to cover operating expenses, but it then becomes apparent that 
further operation can result only in an excess of cash outlay over 
cash receipts, and the hotel is abandoned. Two questions arise; 
against which kind of factor payment should the loss be charged, and 
to what year? 

Tested by the judgment of the market, the wages paid to the con- 
struction workers appear in retrospect to have been payments for 
non-productive work on the same level as the most useless type of 
relief work. It might be inferred that the accounts of the earlier year 
should be reopened and adjusted by eliminating from the national 
income of that year the wages paid to the construction workers. But 
such a procedure has never been advocated, much less attempted. 
Usually a loss upon abandonment is charged to surplus, as a capital 
loss, and never shows up in the annual income statements of the busi- 
ness concerns. Hence it does not affect the national income accounts 
even in the year of abandonment. (If foreseen, it is spread over the 
years preceding abandonment.) This negative charge is termed 
“obsolescence,” and is equal to that part of the cost of the property 
that has not already been charged off in yearly depreciation. Instead 
of being a negative entry in wages, it is, if noted at all, charged 
against the profits made by other concerns, in computing a total of 
profits for the whole economy for the year of abandonment. This 
procedure has its usefulness, but is open to misinterpretation. The 
work done in the earlier year was productive in the sense that tlie 
employees fulfilled their part of the bargain in exchange for the money 
payment. Their work was productive in the sense that the hotel, 
immediately upon completion, could have been sold for enough to 
cover its cost of production. But over the span of years the labor 
is seen to have been unproductive in the sense that it did not lead 
to the creation of a service that consumers thought worth purchas- 
ing. 

The prevailing accounting procedure, by its refusal to mark down 
the income credited to the earlier year, distorts the relative shares in 
national income of the earlier and later years in terms of hindsight, 
but not in terms of what seemed evident at the time. 
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C. Capital Gains and Losses 

33 . A “capital gain,” as distinguished from “profit,” in prevailing 
national income terminology, is commonly thought of as a gain in 
the market value of an asset due neither to the application of current 
factor activity to the asset nor to the wearing-down or drawing-down 
of some other asset. The gain in value must not be due to the appli- 
cation of labor to the asset, or to the adding of materials or parts to 
it, or to the mere passage of time (interest), or to the rendering of some 
service in which the asset is an aiding instrument. Likewise, if the 
decline in value is to be a capital loss, it must not be attributable to 
use of the asset in producing some other asset or rendering a service. 

Under the definition of capital gain above, the increase in prospec- 
tive yield must come as a windfall; that is, as something unexpected 
and unconnected with factor activity. 

This definition permits capital gains and losses to arise in peacetime 
chiefly from two sources: a change in the prospective net yield from 
an asset and a change in the rate of interest. In war, damage due 
to eneniy action may be considered another type of capital loss.^ 

In this definition the gain or loss is assumed to exist in real terms; 
that is, after deflation by whatever product-price index used. Gains 
or losses resulting from a change in the purchasing power of money, 
or because of changes in the pattern of consumer wants, or of improve- 
ments in methods of production, are best isolated for treatment under 
the index-number problem (Chapter 6, §§ 73-90). 

34 . The increase in prospective yield from an asset may be evi- 
denced by a rise in the value of a representative intangible, a share of 
stock, for instance. National income analysis, however, is concerned 
with the underlying tangibles or non-representative intangibles, and 
ignores fluctuations in values of representative intangibles (Chapter 2, 
§3). 

35 . Aside from a change in values resulting from an alteration in 
the rate of interest, the only important example that comes to mind 
is an unanticipated discovery of natural resources. The theory of 
such a real capital gain might be developed as follows: “Unantici- 
pated” refers to that part of the value of the discovery that cannot 
be assigned to profits even when the term “profits” is defined to in- 
clude an allowance for risk in undertaking exploration. The unan- 

^ Cf. the estimates for the Netherlands in J. B. D. Derksen, A System of Motional Book- 
keeping, p. 30. 
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ticipated part of the increase in value is, therefore, not the result of 
factor activity. For example, a company drills oil wells in a certain 
area over a certain period of time on the assumption, based on ex- 
perience, that 30 per cent will be dry holes. On this assumption, an 
outlay of $1,000,000 will produce wells worth $1,200,000, the $200,000 
profit being what the competitive situation allows in the light of the 
uncertainty of the estimate. In fact, the company happens to find 
only 10 per cent dry holes, and it brings in wells worth $1,800,000. 
The extra $600,000, under the factor-activity test, is a capital gain, 
not to be included in income. 

In practice, it does not seem worth while to make such a distinc- 
tion. Even in large-scale drilling of oil wells, to say nothing of ex- 
ploring for copper or gold or other deposits, the degree of uncertainty 
of the estimate of success can scarcely be defined closely enough to 
allow allocation of the gain between factor payment (profit) and capi- 
tal gain. It seems preferable, therefore, to include the entire market 
value of the newly discovered deposit in the national income, as a 
piece of capital equipment that was “produced” by the process of 
exploration. Correspondingly, losses from unsuccessful explorations 
shordd be entered as negative items. 

If some of the profit from discovery is excluded from national in- 
come in the year of discovery, it may yet be included, in later years, 
by charging depletion on a “cost” basis. A prospector, spending 
$100,000 in wages, discovers a deposit worth $1,000,000. If, con- 
trary to the argument advanced in the immediately preceding para- 
graph, only $50,000 (for example) is allowed as a reasonable profit 
in terms of factor payment, the extra $850,000 is excluded from tire 
national income of that year. The “cost” value (cost including reas- 
onable profit) of the deposit is $I 50,000. The deposit is mined in later 
years, and as the ore is sold a charge for depletion is entered against 
sales proceeds. If the depletion charge is based on the $150,000 cost 
value rather than the $1,000,000 “discovery value,” the $850,000 will 
get in the national income accormts after all, as profit from the sale 
of ore. In the United States, the actual allowances for depletion 
are so arbitrary and capricious that it is difficult to say whether much 
of the discovery value gets into the national income estimates, but 
on the whole it appears that it has not done so until the recent change 
in Commerce Department procedure (§31). 

The discovery of new deposits may cause a fall in the value of old 
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deposits. The fall in value shotild in principle be taken into account 
in the product-price index, which should include capital goods. In 
practice, this is not done. 

Quantitatively, the points covered in the two preceding paragraphs 
are of very little importance relative to the total of national income. 

If someone on a pleasure trip should stumble across a valuable 
natural deposit, no doubt the national income should not be con- 
sidered increased; no factor activity at all has occurred. In practice 
this possibility is of no importance. 

36 . A rise or fall in the value of real assets caused by a change in 
interest rates that reflects a movement in time preference or liquidity 
preference should not be allowed to affect the total of national in- 
come under the prevailing concept, which ignores those preferences. 
If the change in rates is caused by changes in the technical efifec- 
tiveness of capital, the results will appear in the price or quantity of 
the products produced by the capital; therefore, here too the rise or 
fall in the value of existing capital instruments should not be in- 
cluded in the national income. 

37 . Capital gains and losses, even when due to speculative fever, 
should not be ignored when the national income total is broken down 
into saving and spending, into incomes going to families within speci- 
fied income classes, and so on. It may still be inadvisable to incor- 
porate such gains and losses in the main body of data, but they are 
necessary for analyzing consmner behavior. A case in point, dis- 
cussed in Chapter 8, § 24, is tire fact that individuals, apart from unin- 
corporated concerns, are estimated by Kuznets to have saved as 
much in 1932 as in 1929.^ A distribution of families according to size 
of income gives only a distorted picture of their relative command 
over the economy’s resources, not only because of differences of wealth 
at the start of the period, but because of changes in wealth during 
the period through capital gains and losses. The conclusions drawn 
from studies of “inequality of income” that ignore capital gains and 
losses are apt to encourage incorrect inferences even if they are not 
themselves directly in error. 

38 . The Commerce Department and Kuznets exclude capital gains 
and make no deduction for capital losses, wherever it is possible to 
adjust the data accordingly.^ For the most part these adjustments 

1 Kuznets, National Income and Its Composition, 1919-1938, I, 276, Table 39. 

2 As to corporate profits, see Gardner F. Dcrrickson, “Trend of Corporate Profits, 1929- 
45,” Survey of Current Business, April, 1946, p. 12. Capital gains and losses are eliminated 
“so that profits will reflect current operations only.” 
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probably remove only gains and losses on holdings of representative 
intangibles. The adjustments made for depreciation (§ 30) and 
change in inventory (§§ 41, 42) are entered separately, under those 
headings. ^ 

D. Removal of Price-Fluctuation Element in Inventory 

39. A concern that sells tangible products, not merely services, will 
ordinarily include among the assets in its balance sheet the materials 
on hand that are to go into the product, the amount of partly finished 
product on hand, and the finished product not yet sold. These items 
are listed as “inventory.*’ They will usually be entered at a value 
approximating, not the amount the concern can probably sell them 
for, but the amount it cost the firm to produce or acquire them. 
For the partly finished and the finished product, this amount will 
include not only the cost of materials that have gone into the product, 
but also the cost of supplies used up and the labor utilized in process- 
ing the materials. When the product is sold, the asset side of the 
balance sheet loses a tangible-asset value from its inventory account, 
and normally experiences a more than corresponding gain in the 
cash item (including accounts receivable). The excess of cash re- 
ceived over asset lost is profit and forms part of the national income. 
It is reflected in an increase in the surplus item on the liabilities side 
of the balance sheet. 

If the concern sells the product for less than the value at which it 
was carried on the balance sheet, the total of assets shrinks and the 
surplus item shrinks correspondingly. The excess of inventory de- 
crease over cash increase is a loss and forms a negative element in 
the total of national income. 

Normally, the concern then spends a part of the cash to obtain 
raw materials, semi-finished goods, or finished products to replenish 
its inventory. 

40. The concern may find that the price it must pay to replenish 
the inventory has risen. It may have to use all the money it obtained 
from the sale if it is to restock with the same physical inventory as 
before. Did the concern, under these circumstances, actually realize 
a profit? Did the sale really produce national income? 

Suppose that firm S, in the business of buying and selling a raw 
material, had started its existence in the preceding year with $2000 

1 For a discussion of the treatment of capital gains and losses in national income, see Roy 
Blough and William W. Hewett, “Capital Gains in Income Theory and Taxation Policy,” 
Studies in Income and Wealth, II. 
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cash. It spent $900 in that year in obtaining the raw material. Dur- 
ing the current year it sells the raw material to firm B for $1000. 
During tins year — whether before or after the sale is not known for 
the moment — ■ it has to spend $1000 (instead of $900) to obtain the 
same physical amount of raw material that it sells for $1000. 

Several views may be taken of this series of transactions, and there 
is no universal agreement as to which viewpoint is proper for national 
income computation. 

First, it may be argued that the proper cost to be charged against 
the sale is the amormt paid by S to obtain the particular physical lot 
of raw material that was sold. This rule assumes that the raw ma- 
terial obtained by S in the two purchases — one last year, the other 
this year — is not so intermingled that physical identification of the 
lot sold this year is impracticable. If lot X of raw material was bought 
last year for $900, and lot Y was bought this year for $1000, the sale 
for $1000 would give rise to $100 profit if it was lot X that was sold, 
and to no profit if the sale was of lot Y. The national income data 
for the year would thereby be somewhat at the mercy of physical 
accident. 

Second, it may be assumed, without attempting to ascertain the 
physical facts, that the raw material sold during the current year 
was the oldest lot in stock at the time the sale took place — “first 
in, first out.” A profit of $100 for the current year results. This rule 
is still the one most commonly used in drawing up the accounts of 
business concerns, although many industries, particularly in fact 
those dealing in raw commodities, do not employ it. The national 
income data in the United States and Great Britain reflect, on the 
whole, the “first-in first-out” rule, except where a special over-all 
adjustment is made by the national income analysts on account of 
“inventory revaluation” (Chapter 6, § 31). During a period of years 
when prices are rising, firms are buying low and selling high, and 
rebuying high and selling still higher. If they are to carry the same 
physical inventory as before, they must spend all of the “profit” that 
can be traced to the rising price level on replenishing their inventories. 
This part of the profit, therefore, cannot be declared in dividends 
without shrinking the business concern physically. When prices 
turn down, the profit on the sale narrows, then reaches zero, as the 
concern’s selling price, now going downhill, falls to the level now 
reached by the still rising first-in costs. Moreover, the inventory 
purchased at peak prices is marked down, if the rule of “cost or market 
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whichever is lower” is followed, and this may turn the narrowed profit 
into a loss. If the price decline continues, with continued inventory 
mark-down, and little or no excess of sales price above the marked- 
down inventory cost, a substantial loss will be shown. The first-in 
first-out method of accounting accentuates recorded profits in a 
period of rising prices and accentuates recorded losses in a period 
of falling prices. 

Third, it may be assumed instead that the raw material sold dming 
the current year was the lot of raw material most recently purchased 
by S. “Most recently purchased” would usually mean the latest pur- 
chase made before the date of the sale, or date of issuing materials from 
storeroom to production department. It might be stretched to mean 
the last purchase of the year, or at least the last purchase not already 
taken up in the accounts, even though the date of this purchase falls 
after the date of the sale. In any event, this method, the “last-in 
first-out” or “lifo” method, Lends to allocate to any given sale a cost 
that is relatively close to the sale price. This result follows because 
the purchase price of the raw material and the sale price of the finished 
product tend to move up or down together as the general level of 
prices changes. In the example above, the $1000 sale is charged with 
the cost of $1000 (at least, if the second purchase by S occurs before 
the sale), and no profit is shown for the current year. Indeed, under 
this method of accounting, the accrued but unrealized profit on the 
$900 lot (which also could be sold, presumably, for $1000) will never 
materialize until the concern liquidates completely. This last-in 
first-out method of inventory valuation probably has the approval, 
on principle, of most national income students. They prefer to see 
the national income data for a given year reflect the value of the 
physical change in inventory, without including the change in the 
value of the physical inventory. 

41 . In practice national income estimators must use the data that 
the business firms supply, usually for income-tax purposes, and most 
business fiirms use the first-in first-out method. Kuznets, taking these 
figures, adjusts them to what amounts to a “lifo” basis. The United 
States Department of Commerce, likewise using the data that appear 
on the firms’ books, has attempted no adjustment in computing na- 
tional income as a total of factor payments.^ But it does make such 


1 This statement applies only to the unreviscd Commerce series. The revised series, 
published in July, 1947, does inelude such an adjustment in computing national income 
as the sum of factor payments. See Appendix B below. 
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an adjustment in computing net inventory change as one of the steps 
in computing the national product. This computation actually ends 
with a total for gross national product, not national income (Chapter 
6, §4). Therefore, the Commerce Department computations have 
not put inventory changes on a current-price basis in computing 
national income, but do so in computing gross national product. The 
reason for this difference in procedure is that lack of information 
makes the adjustment especially imcertain on an industry-by-industry 
basis; and the factor payment, profits, is computed on this basis. 
The British White Paper on national income adjusts only to eliminate 
write-downs of inventory in periods of falling; prices.^ 

42 . Kuznets’ adjustment is arrived at by “pricing each net change 
in physical inventory during the year at the price prevailing at the 
time the net change occurs.” It may also be said to be obtained by 
multiplying “the physical change in stocks of goods during the year 
by the average weighted price prevailing during the year.” ^ The 
resulting figure is used in place of the inventory change that is shown 
on the books of the business firms. This corrected figure, of course, 
still cannot be compared with a similarly corrected figure for a year 
of generally higher price level. For that purpose, one or the other 
of the corrected figures must be inflated or deflated. The inventory 
adjustment itself merely (a) substitutes the price of the commodity 
which is current at the time of sale of the inventory for a past-period 
price that first-in first-out accoimting practice commonly attaches to 
units moving out of inventory by sale; and (b) refuses to count the 
loss that is registered on the books when inventory is marked down 
under the conservative “cost-or-market-whichever-is-lower” tech- 
nique. 

The magnitude of this adjustment is important in years of rapidly 
moving prices. In 1920, according to Kuznets, national income is 
larger by $4.3 billion if the change in physical inventories is expressed 
in current prices instead of (except for farms) book values; in 1921, 
by $6.6 billion; in 1930, by $4.2 billion. (Table 23, page 172.)® 

^ Milton Gilbert, “U.S. National Income Statistics," Economic Journal, April, 1943, p. 80. 
See also the references at § 31 in Chapter 6. Cf, Tibor Barna, Redistnbution of Incomes 
through Public Finance in 1937, Appendix B, and sources there cited. 

® Solomon Fabricant, “On the Treatment of Corporate Savings in the Measurement of 
National Income,” Studies in Income and Wealth, I, 130. 

* Details are given in Kuznets, National Income and Its Composition, 1919-1938, 11, 903-10. 
These figures are revisions of those in Kuznets, “Changing Inventory Valuations and 
Their Efifect on Business Savings and on National Income Produced,” Studies in Income and 
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43. It must be recalled that the Kuznets adjustment results in no 
account being taken of accrued gains or losses on inventory. A firm 
starts year 1 with $100 in cash. It buys 100 units at $1 a unit in 
year 1. It sells 10 units in year 2 at $3 a vmit and buys 10 units in 
year 2 at $3 a unit. At the end of year 2 it holds 100 units that could 
be sold at $3, or $300 altogether, but the balance sheet shows (under 
the Kuznets adjustment, or under “lifo” accounting) an inventory of 
$100. The accrued gain of $200 is ignored completely. It is taken 
into account only if a comparison of year 1 with year 2 is undertaken, 
and is accomplished by inflating all the money figures of year 1 to 
the level of year 2. Along with consumption and other forms of 
investment, the net-increase-in-inventory elements must be put on 
the same price basis for the two years. In current dollars, year 1 
shows d- $100; year 2, zero. Since prices in year 2 are three times 
those in year 1, the inventory increase of year 1 is multiplied by 3, 
and the two years then compare, in year -2 prices, as follows: $300 and 
zero. (In year -1 prices, they compare as follows; $100 and zero.) 

Moreover, not even the price-level adjustment for net increase in 
inventory will prevent omission of the accrued gain in year 2 of any 
inventory that was on hand at the start of year 1. 

If the problem is to compare, not the national incomes of year 1 
and year 2, but the distribution of year -2 national income among 
various claimants, the $200 accrued gain is ignored. This practice 
results in an understatement of the relative gain in economic power 
of the business firm in question, as compared with others that do not 
hold property as the price level rises.^ 

44. A rising or falling cost of labor poses the same problem, in 
principle, as does the changing price level of raw materials in the 
discussion above. Firm S spent $100 last year for raw materials, 
and $800 for labor, at $1 an hour, in producing a product that it 
sells this year for $1000. This year it has purchased for $100 another 
lot of raw material and has produced another lot of finished product. 
But this year labor has cost $1,125 an hour, so the production cost of 

Wealth, I, 152j and the table for 1919-35 in Solomon Fabricant, "On the Treatment of 
Corporate Savings in the Measurement of National Income,” Studies in Income and Wealth, 
I, 131. For a general discussion of the inventory problem, see Kuznets, Studies, loc. cit., 
and discussion by Copeland, Friedman, and Marget, pp. 145-72; Fabricant, Studies, loc. 
cit., pp. 121-22 (cost versus cost or market whichever is lower), and pp. 128-31 (constant- 
price inventories versus revalued inventories); Harold Barger, Outlay and Income in the 
United States, 1921-1938, Appendix C. 

^ See Arthur W. Marget, in Kuznets, Studies, loc. cit., pp, 162-65. 
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this second lot is $1000. Shall the sale of the first lot, at $1000, be 
charged with the cost of producing the most recent lot? The profit 
will then be zero, and the balance sheet will show $900 inventory. 
The last-in first-out method would thus be extended to assume that 
not only the last-in materials but also the last-in labor was the first- 
out. The same question arises with supplies that are consumed but 
not physically embodied in the product — fuel, for example. Busi- 
ness accounts generally do not apply the “lifo” method to supplies 
and labor cost, at least not as frequently as they use it for raw mate- 
rials costing. However, the adjustments b^ Kuznets and the Com- 
merce Department do, in effect, so extend the “lifo” principle. In 
practice, it is only the materials element that is important. The 
time elapsed between the purchase of materials and the issuance of 
them to the production department, where labor is applied to them, 
may be long; the time between the application of the labor and the 
sale of the product is usually short.^ 

E. Dividends 

45. The amount of corporate profit that is paid to individual 
stockholders in certain types of dividend affects the sub-totals of 
corporate saving and dividends received by individuals. 

A corporation has earned $100 a share during the current year 
and is going to pay $75 to its stockholders as a cash dividend. Before 
the dividend is declared, the concern’s assets include at least $100 in 
cash and its surplus is at least $100. When notice is given of the 
declaration, the asset side is unchanged, but on the liabilities side $75 
is split away from the surplus and becomes a true liability, owed to 
the stockholders of record as of a given date, say a month hence. At 
this moment, the stockholder might think that legally he had obtained 
a $75 “income” by this declaration. But he has not; he has a right 
to the dividend only if he is a stockholder as of the record date, yet 
to come. When that moment arrives, he becomes legally entitled to 
the dividend, the actual payment of which will ordinarily take place 
a few days or weeks later. But the moment that he as an individual 
becomes legally entitled to the dividend, or, with respect to stocks 
that are listed on an exchange, upon the date set by the stock ex- 
change authorities for the stock to sell “ex-dividend,” his stock has 
that much less value than if it were still open to anyone to obtain the 

1 Gf. Dohr and Inghram, Cost Accounting, chap. 18, pp. 308-16, and chaps. 19 and 20. 
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dividend by buying the stock. He obtains a new money type of asset 
(an individual claim against the compamy for the dividend) at the cost 
of a similar decline in the value of another money type of asset (share 
of stock). Finally, when he receives the dividend check, he gives up 
one money type of asset for still another, the check, and when he 
deposits the check or cashes it, he engages in still another exchange 
of this kind. Nowhere in these exchanges is there anything signifying 
the production of national inconae. The corporation, meanwhile, 
upon paying the dividend, gets rid of a liability by losing an asset 
(bank deposit,* presumably) of equal amount. 

46 . Dividends can be ’divided into what will be called here “asset 
dividends” and “non-asset dividends.’’ The asset dividend is the 
usual type; when it is paid, assets are removed from the corporation 
and delivered to the stockholders, as in the illustration immediately 
above. A non-asset dividend distributes among the stockholders addi- 
tional shares in the company’s stock or bonds, notes, or other evidences 
of indebtedness of the company. 'When a non-asset dividend is paid, 
only the liabilities side of the company’s balance sheet is affected. If 
it is a stock dividend, the amount in question is deducted from the 
item “surplus” (or “undistributed profits” or something similar), 
and added to “capital stock,” either preferred or common, as the 
case may be. If it is a dividend in the company’s own obligations, a 
corresponding liabilities item is created and the amount is deducted 
from “surplus.” Upon the passage of the date of record, or the ex- 
dividend date, the market value of a share of stock experiences a 
downward pressure, just as when a similar date is reached for an 
asset dividend. National income remains unaffected, just as under 
an asset dividend. 

It has been found useful to keep a record of asset dividends to 
individuals in breaking down the national income total, though in 
doing so some variation in the national income terminology is re- 
quired. “Saving” is ordinarily defined as income minus consumption 
expenditure (Chapter 2, § 4) . A corporation as such, however, can- 
not consume (it can only invest, or trade similar assets) ; and even if 
it could consume, a dividend payment would clearly not be a con- 
sumption expenditure. Corporations are therefore said to have 
“saved” that part of the year’s profits that is not paid in asset divi- 
dends to individuals. 

The two types of dividend differ, moreover, in their effect on a sub- 
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sidiary term often employed in a national income analysis — “per- 
sonal income,” or “income payments to individuals.” Regarding any 
type of asset dividend paid to an individual, the prevailing practice 
is to count the dividend as an “income payment to individuals,” 
hence a net addition to “personal income” (and as a subtraction from 
“corporate saving”). This terminology implies tlaat the drop in the 
value of the stockholder’s share, as a result of passage through the 
ex-dividend date, is not a minus entry in his “income,” although it 
certainly is an offset in computing his net worth. As an extreme case, 
but one not unknown, especially in recent years, consider a preferred 
stock with accumulated dividends of $70*^ a share, selling in the 
market for $ 1 60 j ust before the ex-dividend date for the whole accumu- 
lation of back dividends. The next day the stock will sell for $90, 
plus or minus the influence of any other factors that have developed 
overnight. The national income records will show the stockholder’s 
personal income for the year to be $70 more than if the back dividends 
had not been paid off until sometime after the end of the year. Yet 
the stockholder is no better off if everything else in the example is 
really kept unchanged, except perhaps for a slight allowance for 
interest on the deferment of tire payment — and perhaps a slight 
discount for a feeling of uncertainty that the back dividends ever will 
be paid. 

The non-asset dividend does not raise this issue. The total value 
of the stockholder’s holdings in the company (including any obliga- 
tions of the company) is left unchanged by the dividend, instead of 
being decreased. And the dividend is not counted as an “income 
payment” to him. If a 100 per cent stock dividend is declared, he 
holds two shares for every one he would be holding otherwise, and 
each share has just one half the market value the one share would 
have had, except for an increment in value, often alleged but impos- 
sible to verify, that comes from the smaller-unit shares being more 
readily marketable. (It must be assumed, not to introduce irrelevant 
complications, that each two shares will have just the same prospects 
for asset dividends the one share would have had.) 

47 . An asset dividend received by a corporation or by a partner- 
ship or proprietorship increases its net income. Since business net 
income is an element of national income, double counting will occur 
if both total dividends received and total business net income are 
included in national income. Consequently, only dividends paid to 
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individuals may be counted, as with rent (§ 9) and interest (§ 23). 

Statistics of Income tabulations show the amount of dividends received 
by the corporations in each industry. These amounts are subtracted 
from the total of dividends paid and the balance is assumed to go to 
individuals. This procedure implies that partnerships and pro- 
prietorships receive a negligible amount of dividends. 

For any one industry, the figure for net dividends is therefore not a 
total of dividends paid by that industry. It is instead a total of 
dividends originating in that industry; that is, dividends paid by this 
industry minus dividends received from other industries (and intra- 
industry dividends). As with net interest payments, the net dividend 
payments for any one industry may be negative (Chapter 9, § 11). 

F. Estimates of Corporate Profits, Dividends, and Saving 

48. The estimates of corporate net income are based almost en- 
tirely upon the Treasury’s annual publication. Statistics of Income, 
which in turn is compiled from all the returns, taxable and non- 
taxable, of business corporations. Since all profit-seeking corpora- 
tions, regardless of the amount of their net income or the existence 
of a net loss, are required to file returns annually unless they have 
become inactive, and since all corporation returns, not merely a 
sample, are tabulated, the basic data give practically complete cov- 
erage, for there is no indication of an appreciable degree of non- 
observance of the filing requirements. However, the tabulations prior 
to the series published by the Department of Commerce in April, 
1946,^ reflected only the returns cis they were submitted by the tax- 
payer, before being audited by the Bureau of Internal Revenue. 
There is probably in these earlier estimates a systematic error of 
understatement of corporate profits in the aggregate on this account.^ 
The latest Department of Commerce series, shown in Table 14, adds 
an estimate (based on additional taxes assessed) which makes allow- 
ance for this factor. 

In contrast to the annual estimates of salaries and wages, rent, and 
profits of unincorporated concerns, the estimates of corporate net 
income are probably about as reliable in any one year as in another. 

49. Kuznets, Department of Commerce, and the British White 

* Gardner F. Derrickson, "Trend of Corporate Profits, 1929-45,” Survey of Current Busi- 
ness, April, 1946, p. 12. 

2 See also Kuznets, Malional Income and Its Composition, 1919-1933, II, 413. 



128 


NATIONAL INCOME AS FACTOR PAYMENTS 


Paper are alike in deducting all taxes on business firms in computing 
the factor-payment “profit,” except that the White Paper does not 
deduct the corporation income tax. In the forthcoming revision of 
its national income series, the Commerce Department will also not 
deduct the corporation income tax. All three are alike again in not 
deducting personal taxes, notably the personal income tax, whether 
or not collected at the source, and no matter what the factor payment 
is — profits, net rent, interest, salaries, or wages. A discussion of the 
issues raised by this treatment of taxes is deferred to Chapter 7. 

50 . The distinction between residents, whose income is to be in- 
cluded in the national income, and non-residents, whose income is to 
be excluded, causes special difficulties in the corporate field. In 
principle, the aim is to include only profits allocable to residents, 
whether eaimed abroad or at home by domestic or foreign corpora- 
tions. Such allocation, prior to the payment of dividends, is not 
practicable. Consequently it is not practicable for that part of profits 
retained after payment of dividends. In the Commerce series, the 
retained profits item includes only, and all of, the retained profits of 
corporations located in the United States, whether earned at home 
or abroad. 

That part of profits that is distributed in dividends, on the other 
hand, is on a residence basis. The national income total includes a 
dividends-to-individuals item that is an estimate of “the excess of 
dividends received from abroad over dividends going abroad.” 
Changes in the ownership of shares of stock between the time the 
profits are earned and the time they are paid out in dividends may 
therefore alter the allocation of those profits between residents and 
non-residents.’’ 

51 . The discussion in §§ 52-54, so far as the Commerce Depart- 
ment data are concerned, is based on the series published in the 
annual statements of national income up to and including the state- 
ment in the Survey of Current Business of February, 1947. These data, 
reproduced in Table 14, are referred to as “Commerce (old series).” 
A revised series for corporate profits appeared in the Survey of April, 
1946, but the revised totals of national income of which it is a con- 
stituent have not yet been published.® The revised series is shown in 

1 See Gardner F. Derrickaon, “Trend of Corporate Profits, 1929-45,” Survey of Current 
Business, April, 1946, p. 12; and Dwight B. Yntema, “Corporate Profits and National In- 
come,” Survey of Current Business, September, 1944, p. 10. “ They are in Appendix B below. 
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Table 15, and is designated “Commerce (new series).” The profits 
before taxes in the new series are before both federal and state income 
taxes instead of before federal income taxes only, as are the profits 
in Table 14. Moreover, the data in Table 15 are computed without 
deducting depletion (§ 31), but with an addition for profits discovered 
after audit (§ 48).^ 

52 . Corporate profits after all taxes have the distinction of being 
the only major component of national income to be a minus quantity 
for some years (Table 14). From $7.2 billion in 1929 they fell to 
— $3.6 billion in 1932, if Commerce Department data are used, 
which do not adjust the totals for inventory change (§41) and 
depreciation (§ 30) to remove the effects of price changes. Kuznets’ 
data, which make both adjustments, show a less pronounced decline: 
from $7.8 billion in 1929 to — $1.8 billion in 1932. During the nine- 
teen-twenties Kuznets’ estimates for annual corporate profits after 
all taxes fluctuate between $3 billion and $7 billion (except for 1929). 

During World War II corporate profits (still after all taxes) rose 
from $4.2 billion in 1939 to $8.5 billion in 1941, and reached a peak 
of $9.9 billion in 1944. As a percentage of national income, corporate 
profits just about held their own. In 1939, corporate profits after 
taxes were 6 per cent of national income; in 1944, 6.2 per cent. Cor- 
porate profits before corporate income and excess-profits taxes in- 
creased enormously during the war, to $24 billion in 1943. 

53 . Dividend payments have comprised a minor part of the income 
payments to individuals in the United States. They rose from $2.9 
billion in 1919 to $6.3 billion in 1929, or from 4.5 per cent of income 
payments to individuals to 7 per cent, according to Kuznets.^ During 
the depression dividends declined sharply, from $5.9 billion in 1929 
to $2.2 billion in 1933, according to the Commerce Department esti- 
mates. During the latter part of the nineteen-thirties, dividend pay- 
ments fluctuated around $4 billion a year. They remained at the 
$4 billion level throughout World War II, despite the substantial rise 
in corporate profits. 


^ The other principal differences between the earlier series and the most recent one are 
that the latter includes an adjustment for the estimated effect of the speeded-up amortiza- 
tion (depreciation on defense and war facilities) occasioned by the end of the war, and uses 
income tax rather than Interstate Commerce Commission figures for railroads and pipe- 
lines. Derrickson, op. cit., p. 15. 

® Computed with Kuznets’ “aggregate payments to individuals including entrepreneur- 
ial savings.” Kuznets, op. cit., I, 137, Table 1. 
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TABLE 15 



1= Excludes industrial divisions of finance, insurance, and real estate. _ _ _ _ rtf ■ 

' Includes net dividends from abroad. This item varies from a maximum of $136 million to a minimum of $-46 million. 
Strictly, to aU non-corporate stockholders: “net dividends.” 
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54. Corporate profit minus dividends, or “corporate saving” 
(§ 46), was positive during each of the years 1919-29. During each 
of the years 1930-38 it was negative; corporations in the aggregate 
each year paid out more than they earned. In 1932, even Kuznets, 
who estimates profits after adjusting for decline in inventory values 
(§41), reports corporations as paying out $3 billion dividends, al- 
though they suffered a loss of sdmost $2 billion — an aggregate dis- 
saving of nearly |5 billion. The Department of Commerce shows $6 
billion dissaving in 1932 (new series) or $6.4 billion (old series). 
Even more significant ajre the totals for the twenty-year period 1919- 
38: the $12 billion net corporate saving of the first half (1919-29) of 
the period was far overbalanced by the $21 billion dissaving of the 
years 1930-38 (Kuznets, and Commerce [new series]).^ For the 
twenty years as a whole, corporations in the aggregate paid out in 
dividends $9 billion more than they earned. The Commerce Depart- 
ment estimates (old series) show an even larger corporate dissaving 
for the period 1930-38; $26 billion. 

These findings run contrary to the widespread impression that the 
corporate sector of the economy is one of the chief sources of saving. 
Individuals, not corporations, did whatever net saving was accom- 
plished over that period for the economy as a whole, in addition to 
making up for the corporations’ dissaving. 

Much of the corporate dissaving — perhaps most of it — does not 
reflect the payment of dividends by hny one corporation in excess of 
its net income. If one corporation shows a loss but pays no dividends, 
while another shows a profit and pays part of it in dividends, the 
former corporation’s dissaving may outweigh the latter’s saving. 

Part of the corporate loss, and hence part of the corporate dissav- 
ing, in 1930-38 may represent a writing-down of asset values due to 
the decline in the level of prices. This may be so, despite the inventory 
and depreciation adjustments made in Kuznets’ series. To this 
extent the total dissaving estimate would be reduced if the data for 
each year were strictly in terms of the year’s average price. But any 
such adjusted figure of dissaving for a year in the nineteen-thirties, 
when the price level was low, must be adjusted upward if it is to be 
combined with a similar estimate for any one year of the nineteen- 
twenties, when the price level was high. All in aU, it seems unlikely 

1 By a coincidence, the corporate dissaving toted for 1930-38 comes out the same in the 
Kuznets and Commerce (new) series, though for each separate year the two series disagree. 
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tkat the estimated $9 billion corporate dissaving for the twenty-year 
period exaggerates the real dissaving, 

VI. PROFITS OF UNINCORPORATED ENTERPRISES 

55. The estimate of net income of unincorporated enterprises prob- 
ably contains a larger percentage of error than that for any of the 
other factor payments. Most of the total of unincorporated profits 
comes from agriculture, wholesale and retail trade, and professional, 
non-doftiestic service. In some of these lines of business, censuses 
comparable to the Census of Manufactures were, first attempted only in 
tire nineteen-thirties. The first census of trade and the first census 
of contract construction were taken in 1930, covering data for 1929. 
Moreover, the enumerators in the trade and service censuses have not 
been granted legal power to compel the giving of information, as 
they are imder the Census of Manufactures, for example. In some lines 
of business no census at all has ever been attempted. Finally, sole 
^ proprietorships are not required, as corporations are, to file an 
ordinary income-tax return regardless of size of net income. All 
partnerships must file returns, but these are for information only, 
to check on the personal returns filed by the partners, and Statistics 
of Income does not contain a regular series of compilations from 
partnership returns. 

Even for the year and industry where a census exists, profits of 
unincorporated enterprises must be estimated roughly, for the cen- 
suses do not collect information on profits. The profits have usually 
been estimated from the census data by ascertaining ratios of profits 
to gross income, or profits per owner, in a sample of concerns in a 
given industry and applying the results to the gross income or total 
number of owners in the industry. “In agriculture alone is the net 
income of entrepreneurs obtained directly by subtracting current 
expenses from current gross income.” ^ An average ratio for corpora- 
tions in construction and trade, obtained from Statistics of Income, was 
used by Kuznets to estimate net income of the unincorporated enter- 
prises in these fields. In the service industries, he usually multiplied 
the number of entrepreneurs reported by the Census of Population by 
assumed average net income as derived from sample studies. And 
, in some industries it was necessary to multiply the number of entre- 
preneurs by average net incomes reported in other but somewhat 

^ Kuznets, op. cit., II, 414. See also Hoffcnberg, op. cit., p. 116. 
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similar industries, direct data not being available.^ In recent years 
the Commerce Department has constructed estimates of net income 
in the professions from information obtained by large-scale ques- 
tionnaire surveys. 

Finally, for those industries where censuses have been taken at 
intervals, estimates for the intervening years have had to be con- 
structed by interpolations between estimates for two census years, 
or by extrapolation from the estimate of one census year.^ It is evi- 
dent that these intercensal estimates based on estimates can be ap- 
preciably, if not substantially, in error despite the most painstaking 
care in computation. 

56 . The net incomes of partnerships and sole proprietorships — 
that is, of all unincorporated business. enterprises, including farms — 
account for a substantial proportion of the national income. The 
total fluctuates widely with business conditions. Total unincorporated 
net income (“entrepreneurial net income,” in Kuznets’ terminology), 
before subtracting personal income tax paid on such income, was 
about $14 billion a year in the latter half of the nineteen-twenties. 
It fell slightly below $5 billion in 1932, then recovered to $12 billion 
in 1937 (Commerce). Agriculture accounted for about two fifths 
of the total except in the depth of depression, when it fell to one third. 
Trade accounted for another fifth, approximately, and personal 
services for somewhat more than a fourth.® 

During World War II, the net income of unincorporated concerns 
rose sharply. The Commerce series for “net income of proprietors,” 
which is slightly below Kuznets’ total for “entrepreneurial net in- 
come” in almost every year during 1929-38, increased from $12 
billion in 1940 to $24.1 billion in 1944. These figures also represent 
incomes before deducting personal income taxes. Agriculture more 
than maintained its proportionate share; in 1944 it supplied almost 
one half of this net income. 

In comparing these totals with corporate profits, it must be recalled 
that unincorporated concerns, as such, pay no income tax. The 
partners or sole proprietors enter in their persohal income-tax returns 
their share in the year’s profits, whether or not distributed. The 
excess-profits tax of the war years (1940-44) did not apply to unin- 
corporated concerns or their owners. 

1 Kuznets, op. cit., I, 104-14. Sec also United States Department of Commerce, Pfa~ 
tional Income in the United States^ 1929-33, pp. 50—53. 

^ Kuznets, op. cit., I, 124-28; U, 479-500. 


» Ibid., pp. 336-37. 



TABLE 16 

Net Income of Unincorporated Enterprises (Partnerships and 
Sole Proprietorships, Including Professional Men and Firms), 
United States, 1919-46 (Kuznets and Commerce) 

(in billions of current dollors) 



“ Derived from Kuznets, National Income and Its Composition, 1919—1938, I, 216, Table 22. 
Includes adjustments to remove capital gains and losses, inventory revaluations, and effect 
of using cost basis for depreciation. 

'' For 1941-46, Survey of Cmient Business, February, 1946, Table 7, p. 8 and February, 
1947, Table 4, p. 8; for 1929-40, ibid., April, 1944, Table 15, p. 15. 

“ Kuznets, op. cit., II, 544, Table A2, ^ By subtraction. 
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The annual fluctuations of the net income of unincorporated enter- 
prises have closely paralleled those of the national income as a whole. 
The net income of unincorporated concerns, when expressed as a 
percentage of the total national income, varied only between 15 and 
19 per cent in all of the years 1921-38 (Kuznets) or between 12 and 
17 per cent during 1929-40 (Commerce). Still more intriguing is the 
almost exactly proportionate expansion during World War II. The 
net income of proprietors was 16 per cent of the national income in 
1938 (Commerce) and during the war years it fluctuated in the 15-17 
per cent range: 


1940 

15 per cent 

1943 

16 per cent 

1941 

16 “ “ 

1944 

15 “ 

1942 

ic a 

•1945 

16 “ “ 


These nearly uniform percentages mask a much greater rise in the 
net income of farm proprietors and a smaller rise for others.^ 

VII. PROFITS OF GOVERNMENT 

57 . Kuznets — but not the Commerce Department or the British 
White Paper — includes in computing the total of national income 
an item for government “profit” or “loss,” which he calls “net saving.” 
This item covers not only business enterprises operated by the gov- 
ernment, like an electric power plant, but government operations as 
a whole. The government makes a profit and thus creates national 
income (in addition to the wages it pays out) if it takes in more in 
taxes than it spends; and it suffers a loss (a partial offset to the na- 
tional income it creates through paying out wages) if it incurs a 
deficit. The government is viewed by Kuznets as a gigantic business 
corporation, “selling” its services for tax revenue. And, as with a 
business concern, some of the outlay may be capitalized, thus remov- 
ing it firom the expenditures total that is used to compute the year’s 
profit or loss. Construction is the only government expenditure that 
Kuznets capitalizes.® Hence, if a government spends $100 on con- 
structing a courthouse, $700 on salaries, supplies, interest, and the 
like, and collects taxes of $740, it shows a “profit” of $40, which is 
included in national income along with the $700 and $100 (assuming 

1 For comments and more details, see Milton Gilbert and George Jaszi, “National In- 
come and National Product in 1942,” Surv^ of Current Business, March, 1943, p. 16. 

^ Kuznets, National Income and Its Composition, 7979—1938, I, 217. 



138 


NATIONAL INCOME AS FACTOR PAYMENTS 


these two amounts reflect factor activity during the year). If tax 
collections are only $620, the government’s “loss” is $80, and national 
income is only $720. Kuznets’ treatment of government “profit” and 
“loss” is discussed further in Chapter 7, § 38, and Chapter 8, §§ 7, 8. 
His estimates of net saving by the federal, state, and local governments 
are given in Table 17. 


TABLE 17 

Profit or Loss (Saving or Dissaving) by Governments, United 
States, 1919-38 (Kuznets)'' 


(in billions of currenf dollars) 


1919 

1920 

1921 

1922 

1923 



1926 

1927 

1928 

- 1.3 



0.85 

1.6 

1.7 




1.9 


1929 

1930 

1931 

1932 

1933 

1934 

1935 

1936 

1937 i 

1 

1938 

2.2 

2.1 

0.34 

- 0.91 

- 0.11 







“ National Income and Its Composition, 1919-1938, I, 216, Table 22. 


Vlll. PROPERTY INCOME RECEIVED BY FINANCIAL INTERMEDIARIES 

58. The receipt of dividends, interest, and net rents by banks, 
insurance companies, investment trusts, and other financial inter- 
mediaries gives rise to several problems in national income account- 
ing. The total of national income may be affected by the method of 
computation adopted. And even if it remains the same, the division 
of the total between interest paid to individuals, net rent paid Lo indi- 
viduals, and dividends paid lo individuals will depend on the method 
selected. So, too, will the amount of income shown as origi na ti ng in 
the banking industry (or the insurance or investment industries) 
compared with the income originating in manufacturing and otlier 
industries. All three possibilities are best appreciated by considering 
a bank. 

59. A bank renders certain services, free of charge, to a particular 
group: its depositors. The services consist largely of investing the 
depositors’ funds, handling currency, clearing checks, and posting 
accounts. The bank is enabled to supply these services because the 
depositors commit funds to it without requiring an interest return. 
The bank invests the deposits and uses the dividend, interest, and other 
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property income to pay the wages of the bank clerks and other em- 
ployees who render the free services. It may also impose service 
charges, but such charges cover only part of the expenses. 

This method of stating what the bank does is literally true of a 
savings bank, with respect to that part of its property income that 
it does not pass on to its depositors as interest. The statement is not 
literally true for a commercial banking system, but it is true in the 
sense required for the present analysis. The commercial banking 
system may create deposits out of nothing for some of its customers 
who are at once borrowers from the bank and holders of “deposits” 
in it. These depositors pay the bank interest as its debtoi's. Hence 
the banking system does not invest money that such depositors bring 
to it (unless from abroad) . Still, the essential fact for present purposes 
is evident: the depositors individually have money (deposits) on which 
they are content to receive no interest, and the bank has an equiva- 
lent volume of representative intangible assets (notes, bonds, and the 
like) on which it does receive interest. 

The bank does not in fact give its services away free of charge, 
all things considered. The situation is as if the depositors invested 
their funds themselves, collected as individual investors the dividends, 
interest, and rent, and then spent this income in buying from the 
bank at stipulated prices the services of investment advice, check- 
clearing, handling currency, and so on. This money process is elimi- 
nated by giving the bank custody of the funds and use of the invest- 
ment income. 

As in any case where a money process is eliminated, there is danger 
of understatement of the national income. In the present instance, 
the understatement would occur through the use of the general rule 
concerning interest, a rule devised to prevent double counting (§ 23). 
In fact, as will be noted in § 61, application of this rule to banks and 
certain other financial intermediaries has been avoided, but it has 
been avoided indirectly and, until recently, without a full statement 
of the issues involved. Therefore it is worth noting what the national 
income accounts would show if the general rule concerning interest 
were applied to a bank. 

A bank receives $100 in interest from industry M, pays its clerks 
$70, its depositors $20 in interest, and its stockholders $10 in dividends. 
All of its depositors are individuals, not business firms. The batik’s 
factor payments, under the general rule, would be: wages, $70; 
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profits, $10; interest paid, - $80. This last item would be negative 
because, under the general rule, interest received ($100) is subtracted 
from interest paid ($20). The result would clearly be unreasonable. 
The banking industry would be pictured as producing zero national 
income ($70 + $10 — $80). Moreover, the total national income 
would be understated. The bank’s free services to its depositors are 
final products, since the depositors are individual consumers. But 
the national income total would include no factor payments for pro- 
ducing that product, since nothing was paid to the bank for it. 

To the extent that the depositors were business firms, not consumers, 
the total national income would not be understated. The bank’s 
services would not be consumer goods. The failure to credit the 
bank with the creation of any .national income would be offset by an 
overstatement of the national income created by the bank’s business- 
firm depositors. Their profits would be overstated. They would be 
recorded as paying nothing for a service that they did in fact use in 
producing their products. 

60. The understatement of national income in the example imme- 
diately above can be avoided if there is imputed to the depositors 
$80 in interest, to be added to the $20 they actually receive, thus 
accounting for all of the $100 of interest, and if the depositors may 
in turn be considered as spending this $80 imputed income in pur- 
chasing the services the bank renders them. The general rule on 
interest, and the similar rule on dividends, can then be safely applied. 
The bank’s factor payments are now: wages, $70; profits, $10; interest 
paid, zero (imputed interest paid, $80, plus interest actually paid, 
$20, minus interest received, $100). The Department of Commerce 
has recently developed, and decided to adopt, this method. The 
amount of interest imputed to depositors will be taken as the difference 
between what the bank receives as interest and dividend income and 
what it actually pays out as interest to its depositors. The imputed 
interest will be allocated among business firms, governmental units, 
and individuals. 

61. The method used by Kuznets and the Department of Com- 
merce up to the present, for banks and life insurance companies, has 
treated those organizations as aggregates of individuals, not as business 
firms, with respect to interest received on long-term bonds. Such 
interest is thus assumed to be received by individuals, not by the 
bank as a business firm, or by the insurance company as a business 
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firm. Consequently, in computing the total of factor payments made 
by a bank as a business firm, no subtraction is made for “long-term 
bond interest received.” 

All interest on short-term loans received by the bank, however, is 
considered to be received by it as a business firm, and not in its 
capacity as an “aggregate of individuals.” Being received by a 
business firm, it would be subtracted, under the usual rule to avoid 
double counting, in computing the interest paid by the bank. But a 
series of short cuts in computation have been employed instead. In 
computing the bank’s fqctor payments, none of the interest paid by 
the bank is included, and no subtraction is made for short-term inter- 
est received by the bank. And in computing the factor payments 
made by those who pay the short-term interest to the bank, the pay- 
ment of this interest is not included, the assumption being that all 
such payments represent, not factor payments, but merely the pur- 
chase of credit, analogous to the purchase of raw materials or supplies. 

In the example in § 59, where M’s obligation is a long-term bond, 
the i$100 interest is included in computing interest received by 
individuals. And in computing the bank’s factor payments, there is 
no interest-received item, and no interest-paid item; the factor pay- 
ments are wages, $70, and profits, $10. If M’s obligation is a short- 
term debt to the bank, it is not coxmted in computing factor payments 
made by M, and it is ignored in the bank’s factor payments, which 
remain wages, $70, and profits, $10. The national income total 
would be $100 smaller because the interest was on a short-term loan. 
The result under this short-cut method gives a correct total for 
national income (correct, in terms of the imputed-income method) 
only if short-term interest happens to equal income imputed on 
deposits held by business firms. The “aggregate of individuals” 
method may thus produce either an understatement or an over- 
statement of national income.^ 

The effects of the three different methods described in §§ 59-61 
on the division of national income between interest, profits, and rent, 
and among industries, can be better appreciated after some of the 
general problems of allocation by industry are discussed (Chapter 9, 
§§ 10-15). 

1 For details, and analysis applicable to other financial intermediaries (investment 
companies, for example), see Dwight B. Yntema, “National Income Originating in 
Financial Intermediaries,” Studies in Income and Wealth, X, pp. I~25 ■ — 1—58 (mimeograph,) 
and comment by others. 
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IX. TERRITORIAL SCOPE: RESIDENTS AND NON-RESIDENTS 

62 . The factor payments counted in the national income are those 
paid to residents of the country, whether aliens or citizens, regardless 
of whether the work was done or the property was located at home 
or abroad. “The United States,” for this purpose, consists of the con- 
tinental United States; that is, the forty-eight states and the District 
of Columbia. However, there are qualifications to these statements. 
The total for net rent is actually for net rent originating in the United 
States rather than the net rent received by its residents, but the differ- 
ence is presumably unimportant. Net corpprate savings reflects the 
undistributed profits of those corporations whose principal place of 
business or principal office or agency is located in the United States 
(in this case, including Alaska -and Hawaii), even though some of the 
plant may be located elsewhere, and regardless of the residence of 
the stockholders. 

The estimates of dividends and interest paid to individuals are 
adjusted to include payments from abroad and to exclude payments 
made by corporations located in the United States to residents abroad. 
But the adjustment is made firom the Commerce Department study 
of the balance of international payments, and these data include 
Alaska, Hawaii, Puerto Rico, and the Virgin Islands in the “United 
States” area.’- 

X. FACTOR PAYMENTS OMITTED FOR LACK OF DATA 

63 . The amounts that are omitted from the Commerce Department 
and Kuznets tabulations of factor payments because of lack of data 
are, of course, not known; but when the omissions are broken down 
into sub-types, some rough estimates can be given. The areas of 
omission are being lessened year by year as research continues, but 
the list given by Kuznets as of 1938 is still largely correct today (1947), 
except as indicated in footnotes. 

(a) “Pensions, compensation for injuries, and direct compensation 
in kind are covered for only a few industries. Other forms of com- 
pensation . . . are not covered at all: expense accounts, stipends for 
additional training, lower prices on the products of the employing or 
related enterprises, and other benefits derived from employers.” ^ 

^ Kuznets, qfi. eit., I, 117-18. (See § SO above.) 

2 Ibid., II, 420-21. The new series of the Department of Commerce has complete 
coverage of pensions, compensation for injuries, and direct compensation in kind. 
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Kuznets estimates that the shortage for compensation of employees 
may be more than a billion dollars for a year like 1929d 

(b) Entrepreneurial income from lodgers and boarders — possibly 
from half a billion Lo a billion dollars.^ 

(c) Urban poultry and gardens and cow-keeping — ■ possibly a 
quarter of a billion dollars in 1929.^ 

(d) Income from odd jobs and activities; newspaper vending and 
bootblacking by boys, occasional paid lectures by professors or states- 
men, attendance at meetings of boards of directors, and so on — 
possibly half a billion dollars. 

“To sum up: total income from the items omitted under service 
income from enterprises, partly domestic, [items (a) to (d) above] 
may, in a year like 1929, have amounted to not much less than S3 
billion, and perhaps appreciably more.” ^ 

(e) Royalties, in large part, but the total omitted probably does 
not exceed $100 million to $300 million.® 

(f) Payments that were deducted in computing the net income of 
the payor but that were not included in the income of the payee. The 
most conspicuous case is probably that of contributions by corpora- 
tions to non-profit organizations in so far as these contributions cannot 
really be considered an expense of doing business, but are instead to 
be regarded as a distribution out of the net income produced by the 
business.® 

(g) Services of housewives and other members of the family — ' 
possibly $20 billion or more in 1 929, for housewives alone.'^ 

(h) Imputed net income from the ownership by individuals of 
automobiles, furniture, and other durable goods — possibly half a 
billion doUars or less.® 

i Ibid., p. 421. 

* Idem. The new series of the Department of Commerce includes entrepreneurial 
income of boarding- and lodging-house keepers, but not income from the incidental 
letting of rooms. 

» Ibid., p. 422. 

* Ibid., p. 423. Service income is here understood as all non-property income. The 
new series of the Department of Commerce includes directors’ fees. 

® Ibid., p. 425. 

* Ibid., pp. 430-31. This particular case is treated as a private “transfer payment” 
in the new series^f the Department of Commerce on "personal income.” 

’’ Ibid., pp. 431-33. Kuznets doubts whether this item should be included, even apart 
from the lack of data. See Chapter 1, § 23, 

® Donald B. Marsh, “The Taxation of Imputed Income,” Political Science Quarterly, De- 
cember, 1943, pp. 524—25. Kuznets, op. cit., II, 434, cites a 1926-27 estimate by W. I. King 
of $3 billion, but this seems to be clearly too large for ml imputed income from these sources. 
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as J^et Product 


I, THE “FINAL PRODUCT" CONCEPT 

1, The national income may be expressed as the total of the 
various kinds of final product produced during the period (Chapter 1, 
§ 1 ): 

(a) goods and services purchased by consumers; 

(b) net addition to business inventories; 

(c) net increase in other business assets (not counting money and 
money claims), chiefly depreciable and depletible assets; 

(d) net increase in claims against non-residents; 

(<?) goods and services purchased by government^ 

A. Avoiding Double Counting 

2 . Purchases themselves are not acts of production; hence it may 
be asked why they are included in computing the national income 
from the product side. To include them need not, however, lead to 
an overstatement of the national income. Any single purchase is in 
effect a purchase of two elements. One element is the personal 
service rendered by the seller at the time of sale; for example, the 

^ For the particular purposes that may be served by examining national income from the 
product side, see Clark Warburton, “Accounting Methodology in the Measurement of 
National Income,” Studies in Income and Wealth, I, 12— 1 A. Some of the difficulties of com- 
puting national income from the product side are well illustrated in the discussion over the 
differences in estimates by Warburton and by Kuznets, in Clark Warburton, “Three Esti- 
mates of the Value of the Nation’s Output of Commodities and Services: a Comparison,” 
Studies in Income and Wealth, III, especially the discussion by Warburton and Kuznets, pp. 
381-97. 
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service rendered by a retailer when he sells goods. This element can 
be produced only as the sale occurs. To count the sale is to count 
the act of production. The other element that is purchased in any 
sale is the commodity that the seller had on hand. The sale is counted, 
but a counterbalancing entry is made as decrease in inventory or 
wearing out of equipment (depreciation). Insofar as purchases are 
made possible by drawing on inventories or using up equipment, 
machinery, and so on, no accretion to national income or net national 
product is recorded in tire accounts, even when measuring from the 
product side. 

3. There is one type of purchase the inclusion of which would give 
rise to double counting. This type, not very frequent, is characterized 
in principle by the fact that the seller keeps no balance sheet and also 
has not produced the article himself. If a purchase from such an 
owner is included, the national income is overstated. The buyer 
shows an increase in his assets other than money, the seller records no 
decrease, and the implication, therefore, is that the asset has been 
produced during the year. 

If the seller produced the article himself, but in a previous year, 
the absence of balance-sheet accounting on his part still bars the 
inclusion of the purchase in computing national income from the 
product side if a correct total for the current year is sought. If the 
only aim is a correct cumulative total over the span of years, the 
purchase must be included. 

Actually, the issue raised in the two preceding paragraphs is met 
in an indirect manner by the compilers of national income. They 
do not compare the concern’s fixed assets at the beginning and end 
of the year. Instead, they count among the assets acquired during 
the year only the assets constructed during that year; if firm A 
buys a factory or a used machine from firm B, that purchase is ignored. 
It is ignored as a sale, too. Thus the danger of double counting de- 
scribed in the first paragraph of this section is avoided. 

4. The product concept can be left on a gross basis by subtracting 
neither depreciation nor depletion of natural resources. Item (c) 
in § 1 becomes “increase in business assets (other than inventories) 
without subtracting depreciation and depletion of assets.” The 
total of items (a) to (e) in § 1 as thus computed is the “gross national 
product” of the Commerce series, with some qualifications to be 
noted in other sections of this chapter. 
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B. Investment Contrasted with Current Expense 

5 . The concept of "final product” involves two sub-concepts that 
are crucial. The first is an outlay for investment, as distinguished 
from an expensed outlay. The second is an outlay for consumption 
as distinguished from an outlay for business purposes. 

. 6 . A business firm, as such, makes no purchases for consumption. 
It is not a consuming unit. When it spends money, it either “capi- 
talizes” or “expenses” the outlay. 

To capitalize the outlay, it will be recalled (Chapter 2, § 2), is to 
assume that it produces immediately, for __ the firm itself, an asset 
worth at least the amount of the outlay. On the firm’s balance sheet, 
cash decreases and a new non-cash asset of some kind appears. The 
new asset may be a building or a machine, for example, that is entered 
on the balance sheet at cost. It is then depreciated year by year 
as it wears out or ages. Or the new asset may be an inventoriable one. 
In this case it is likewise entered among the assets at its cost and is 
removed when it is sold. In between acquisition and sale, the inven- 
toried asset is commonly marked down in value to what it could be 
purchased for on the open market if the cost of obtaining a replace- 
ment for it declines. 

To expense an outlay is to assume that for the time being the outlay 
produces only a possible future benefit for the firm, a benefit which it 
is hoped will be realized in higher sales or lower costs than would 
obtain if the outlay had not been made. For the moment, the outlay 
is a loss for the concern, since cash decreases and no compensating 
asset appears. A salary payment to an executive and the purchase 
of office supplies are possible illustrations. In practice, the distinction 
depends on how much of this kind of overhead or indirect expense is 
allocated to goods in process (that is, inventory) by the particular 
cost accounting system used by the firm. If no cost accounting system 
is used, no part of such outlays is capitalized. 

It will also be recalled (Chapter 2, § 3) that to make the kind of 
outlay that is capitalized is, in national income terminology, to per- 
form an act of investment. Correspondingly, to decrease the value 
of a balance-sheet asset other than money or a money claim, as by 
depreciation, is to perform an act of disinvestment. And if one busi- 
ness firm sells another such an asset, the first firm disinvests and the 
second one invests. 

Over a decade or so, the distribution of the national income among 
the years depends substantially on prevailing accounting practices 
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that determine what kind of outlays are to be expensed and what kind 
capitalized. A business that is getting started may expect to show 
losses during the first few years. During those years the kind of out- 
lays that accounting practice does not capitalize are usually greater 
than sales proceeds. The resulting apparent loss, which keeps the 
total of national income for these years lower than it would be if 
the outlays were capitalized, is presumably spurious if the business- 
man’s hopes are justified; the loss appears at all only because so short 
a period is selected for the national income accounting, A country 
that is undergoing a transformation from an agricultural to an indus- 
trial society may for some years show a national income that under- 
states the total measure of its production. 

If the outlays of the early years were capitalized, the assets they 
produced would be termed good will, establishment of habits of use 
and channels of trade, newly discovered methods of production, and 
so on. The unwillingness of accountants to capitalize such outlays 
reflects a belief that undue pessimism is to be preferred to undue 
optimism. 

C. Consumption Contrasted with Business Outlay 

7 . Neither government nor consumers keep balance sheets. When 
they spend money for something, the thing purchased ordinarily dis- 
appears from the economy’s records forever. It is listed as having 
been “purchased by government” or “purchased for consumption.” 
But the economic realities may not be correctly described by this 
method of record-keeping. 

8 . In the first place, the outlay may be for a consumer good that 
lasts beyond the year of purchase. In principle, such an outlay 
should be treated as an act of investment, followed in later years by 
consumption through disinvestment as the article is used up. A city 
may create a park; a consumer may buy an automobile. Prevailing 
methods of accounting include neither one in the total of investment, 
excepting houses and government properties operated on a com- 
mercial basis. ^ 

* The research staflf of the Securities and Exchange Commission has estimated the net 
increase in consumers’ holdings of dwellings, automobiles, and durable household goods, 
and the net increase in structures of non-profit institutions. To obtain a net figure, de- 
preciation must be estimated. For these estimates see R. W. Goldsmith and Walter Salant, 
“The Volume and Components of Saving in the United States, 1933-1937,” in Studies in 
Income and Wealth, III, 273-79. For an estimate of current services from the stock of dura- 
ble goods held by consumers in 1940-42, see Survey of Current Business, March, 1943, p. 14, 
Table 3. 
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9 . In the second place, when an article is used up, it is not always 
clear whether the using-up is strictly in the course of business or 
whether it is to be considered consumption. If it is the latter, the 
article is a “final product,” and is to be counted in computing the net 
national product. But if the using-up occurs merely in the course of 
producing another article, the used-up article is by definition not a 
final product, and the national income is correspondingly lower. 

An automobile factory purchases an extra hundred tons of sheet 
steel and with it produces more passenger automobiles. Evidently 
the addition to the total of final products does not consist of the steel 
plus the automobiles; that would be counting the steel twice. 

Instead of purchasing the extra steel, the automobile manufacturer 
spends an equal amount of m.oney on additional supplies of fuel that 
make possible faster and more efficient operation of the power mech- 
anisms in the factory. The result happens to be the same increase in 
number of automobiles turned out. The fuel does not appear, physi- 
cally embodied, in the automobile, as does the steel; still, no one 
would count both the fuel and the automobile in the final product. 
Neither the steel nor the fuel, eonsidered apart from the automobile, 
renders any service to consumers, contributes in any way to increas- 
ing the material welfare of the people. 

Instead of buying extra steel or extra fuel, the management spends 
the same amount of money on devices to lessen accidents and on medi- 
cal and hospital service to care for those who are injured in the course 
of work. The result happens to be the same increase in output of 
automobiles. If the extra automobiles are counted in the final- 
product total, shall the services of accident prevention and medical 
care be excluded? The answer depends on the concept of material 
welfare of which the national income is being used as a partial indi- 
cator. 

10 . Two chief concepts of final product emerge as alternatives. 
In one, the concept of material welfare is so restricted that “final 
product” includes, in its consumer-purchases category, only those 
commodities and services of which the using-up does not increase the 
production of other commodities and services. They could be dis- 
pensed with, and production would not decline. The sole aim they 
serve is personal gratification. Strictly, few if any commodities or 
services could meet this test of a final product. Or rather, a marginal 
amount of almost any product — including medical services — could 
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meet it. Of all the food consumed in the United States, a certain 
amount — say 10 per cent for illustration — could be dispensed with 
and the working force would not be so weakened in bodily strength 
or incentive that a decline in production would result. But of course 
the 10 per cent decrease could not be spread evenly; some workers 
would show a decline in output, sooner or later, if any decrease at all 
occurred in their consumption of food. Moreover, the maximum 
decrease could be reached only by rearranging the entire diet.’- 

Under this narrow concept of matericil welfare, and hence final 
product, the medical services rendered in the example in § 9 would 
be excluded from the final product. But medical service to cure a 
skin disease ^that in no way impedes production would be included. 

The consumer-goods element in fipal product as thus narrowly 
defined will be termed “pure consumer goods.” 

U. At the other extreme, the concept of material welfare is so 
broadened that national income, as a partial index of that welfare, 
includes in its consumer-purchases sub-total any commodity or service 
that is prized by a human being at least in part for its own sake. 
Hence it includes those goods that, in being consumed, also serve to 
increase the production of other things. This latter type of com- 
modity or service will be referred to as “mixed consumer goods.” 

The two types together make up “consumer goods,” that is, com- 
modities or services that are prized partly or wholly for their own sake. 

If mixed consumer goods are included, the medical service supplied 
by the automobile factory would be a final product, while the steel 
or the fuel — alternative agents for getting the same increase in 
automobile output — would still be excluded. 

12 . Under prevailing methods of accounting, however, the dis- 
tinction between final products and intermediate products seems to be 
based on the purpose behind the outlay rather than on its effect.® 
The purpose of the automobile company in laying out money on 
medical service is not primarily to gratify its employees, but rather 
to increase the production of automobiles. Consequently, the medical 
service is not counted as a final product; and, on the factor-payment 
side, the outlay is deducted as a business expense. But if the employee, 

^ See George J. Stigler, “The Cost of Subsistence,” Journal of Farm Eihnomics, May, 1945. 
The decrease in food consumption obtained by moving to a minimum-cost diet of the 
type described by Stigler would exceed that part of the original consumption that could be 
termed pure consumer goods, since such a decrease would affect incentive to work. 

2 For a different view, see W. W. Hewett, Studies in Income and Wealthy I, 296-98. 
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injured in the plant, goes to a doctor at his own expense, his purpose 
is not primarily to increase the output of automobiles, but to get 
relief for himself. Consequendy, under the prevailing methods of 
accounting, the medical service is considered as a final product, a 
part of consumer goods. 

13 . Whether the division should be drawn along lines of purpose, 
presence of individual gratification, or lack of influence on volume of 
production depends on what is the paramount interest in the broad 
concept of material welfare. Wiry are people interested in aggregate 
measures, or indexes, of national income deflated by a price index of 
fin;i1 products? Probably, in most cases, because of an interest in the 
amount of individual gratification. Even though in principle it is 
not possible to add the gratifications of two or more persons, the gen- 
eral interest in national income totals reflects a desire to assume that 
such addition is reasonable. If this statement correctly reflects the 
use that people tend to make of national income data, the final- 
product total should include all goods that, in the using-up, yield 
gratification to someone. They comprise all pure consumer goods and 
mixed consumer goods. Such a definition would substantially increase 
the size of the national income, compared to prevailing computations. 
An increase would be shown even if the figure were written down to 
allow for the fact that some of the products are not worth to the con- 
sumers what the purchasers pay for them (the medical service supplied 
by the factory, for example). This definition also raises the question 
whether an individual, in working, gets a gratification from “using up” 
himself and his instruments of production, rather than idling in bore- 
dom, that should also be included in the final product. Finally, it 
calls attention to the possible lack of provision, in a competitive private 
economy, for inducing the spender of the money to weight the choice 
in favor of a product that will yield a consumer satisfaction when two 
products, equally suited to increase production, are being considered. 
In the illustration above, the automobile producer has no economic 
inducement to supply the medical service instead of the extra steel. 
Only if some mechanism is effective whereby the beneficiaries — here, 
the employees — can offer to pay 'part of the costs, as through accept- 
ing lower mohey wages, will the choice be decisively in favor of the 
method that yields a larger total satisfaction. 

14 . Although the general interest in national income totals is along 
lines of immediate personal gratification, the interest of policy-makers 
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may be more in the field of production. To them the important dis- 
tinction is not the one between the medical service and the steel, but 
between the last 10 per cent of food consumed and the preceding 90 
per cent. If the 10 per cent can be reduced without causing a decline 
in producdon, it can be regarded as a final product (pure consumer 
goods) in the sense that it is of no significance for production. It can 
be called unproductive consumer goods if no ethical judgments are 
attached to that phrase. The relative output of final products, as thus 
defined, and intermediate products over a given span of time gives 
some clue to the potentialities of the economy for further increase in 
production by diverting some resources from the making of these final 
products. 

Adoption of this concept of final product would produce an income 
total that would seem exceedingly small in the light of prevailing 
practice. Nevertheless, it would be the proper quantitative tool to 
use in answering some pressing economic questions. Among the most 
urgent of these are the methods by which nations are attempting to 
raise the general standard of living of their people. 

15 . An individual may be consuming both mixed and pure con- 
sumer goods; he may have pushed his consumption of one article 
beyond the point where a decrease in it would affect his production, 
while his consumption of another is still short of that level. But in 
the more usual case, small amounts aside, it seems likely that the 
consumer will be below or above the line between mixed and pure 
consumer goods with respect to all the commodities and services he 
is consuming. To be below the line means, therefore, that his con- 
sumer goods in general can be increased in a pattern that will result 
in an improvement in bodily or mental vigor, or incentive, that wifi- 
in turn produce an increase in his output, now or later. 

The market value of the consequent increase in output might be 
less than the market value of the increase in mixed consumer goods 
utilized. It might, on the other hand, be greater. If output would 
increase by more than the increment of mixed consumer goods utilized, 
a mixed-consumer-goods deficiency exists. If output would increase, 
but by less than the increment in mixed consumer goods utilized, no 
mixed-consumer-goods deficiency, as implicitly defined above, exists. 

The food, clothing, shelter, and other goods devoted to children 
are for the most part mixed consumer goods rather than pure con- 
sumer goods if the time span under study covers more than a few 
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years. From this point of view, outlays for such a purpose might be 
capitalized and written off in depreciation in later years. 

The relation between consumption and production under study 
here does not, of course, refer to the monetary stimulus to production 
that business firms experience upon an increase in consumer spendings. 
The problem here is physical or mental, not monetary. By consuming 
more food, clothing, medical care, and shelter, the consumer-workers 
become stronger, less subject to illness, longer-lived, and in general 
better adapted to their environment. 

16 . Practical use of the concepts of mixed consumer goods and a 
possible deficiency of such goods is of special importance to countries 
that are attempting an economic expansion by increasing first the 
production of plant and machinery rather than the production of 
consumer goods. Such countries include those which have experi- 
enced centuries of an agricultural economy that has supplied only 
a low* standard of living (China and India), and countries that have 
been largely de-industrialized by losing a war (Germany and Japan). 
A centrally planned economy that is attempting to increase its indus- 
trialization very rapidly (Soviet Union) must likewise consider how 
much total production may drop if the output of mixed consumer 
goods is decreased in an effort to release resources for the production 
of capital goods. 

A country that is experiencing a deficiency in mixed consumer goods 
may be able to get outside help. Up to the point where it moves out 
of the deficiency range, it can pay back what it borrows and have 
some goods to spare; its production increases faster than its use of 
consumer goods. Consequently, a country that is in the range of a 
mixed-consumer-goods deficiency has the choice between two ways 
of increasing total output through outside aid: by borrowing to in- 
crease the amount of consumer goods made available and by bor- 
rowing to increase its stock of capital goods. Conceivably, the former 
method may give a greater rate of increase in total output than the 
latter, even over a period of time long enough to allow for the using-up 
of the capital goods. Food, clothing, and shelter may be more effec- 
tive intermediate goods than electric generators or locomotives. 

The so-called “Bombay Plan” contemplates a doubling of the per- 
person national income of India within fifteen years from the end of 
the war, assuming the existence of a “national government . . . vested 
with full freedom in economic matters,” a “national planning com- 
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mittee,” and a “supreme economic council.” In view of the rate of 
population growth, this goal requires a trebling of the total national 
income. The net output of agriculture would be doubled and that of 
industry would increase to five times its present level. There can be 
no a priori assumption that this goal is an impossible one, given the 
likelihood that India starts from far down in a deficiency range of 
mixed consumer goods. ^ 

17 . A nation may not respond at all to an increased utilization of 
consumer goods; its national output (national income) may remain 
unchanged. All of the increase in consumer goods utilized is unpro- 
ductive. The entire increment is seen to' be only pure consumer 
goods. This result is likely to be approached at the two ends of the 
national income scale. Everyone may be enjoying so high a standard 
of living already that an increase breaks down no barriers to produc- 
tion, since there were none in these terms. A substantial number of 
the people of the United States are probably not far from that level. 
No doubt some change in the pattern of consumer goods even in the 
wealthier areas of the United States would give rise to an increase in 
output; but the increase would perhaps be closer to 10 per cent than 
50 per cent of the increase in consumer goods utilized. 

At the other extreme is a cotmtry with a per-person output that is 
very low owing to climatic conditions like excessive heat and humidity 
or excessive cold. If these conditions are coupled with a moderate 
endowment of natural resources, output may have approached an 
absolute maximum, not to be passed by any increase in consumer 
goods utilized. This condition may be indicated by the existence of a 
somewhat different kind of phenomenon, a failure of an increase in 
factor payments to induce more work. The Economic Policy Com- 
mittee in Jamaica concluded that “. . . the evidence shows that when 
rates of pay are raised in agriculture in Jamaica, workers tend to do 
less work rather than more. . . . The main explanation appears to be 
that most people do not want to work for long hours in a hot climate. 
They prefer to have a lower standard of living (lower national income) 
and more leisure. . . .” But the committee adds that a partial expla- 
nation is malnutrition and disease, and advocates a public health pro- 
gram “to increase the earning power of labour besides relieving dis- 
tress.” ® 

* Sir Purshotamdas Thakurdaa and Others, Memorandum Outlining a Plan of Economic 
Development for India (Harmondsworth and New York: Penguin Books, 1944), 63 pp. 

® Report of the Economic Policy Committee (Kingston, Jamaica, 1945), pp. 1, 14. Dr. F. C. 
Benham, Chairman, 
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18. The variety of mixed consumer goods is much greater in urban 
centers than elsewhere. Costly transportation facilities, high dwelling 
costs resulting from erecting much dwelling space on little land, and 
the special expenses in clothing and care of the person that are de- 
manded of those who want to live in the crowded conditions of large 
cities are all charges for mixed consumer goods.^ 

II. THE COMPUTATIONS: TOTALS 

19. The computations of Kuznets, the Commerce Department, and 
the British White Paper follow the lines of distinction between final 
products and intermediate products that are implicit in the accounting 
records of the business world, which are based on purpose of outlay 
rather than effect on consumers (gratification) or on production. 

To understand the totals reached in these computations from the 
product side, it is necessary to examine briefly the differences among 
the three computations in the treatment of item (e) in § 1, goods and 
services purchased by government (see also §§ 27-29). 

The Commerce Department includes in item («) all commodities, 
labor, and other goods and services purchased by government, and 
calls its total of items (a) through {e) the “net national product.” 
Kuznets’ total includes only construction by or for government, as 
investment, plus an amount equal to personal taxes paid. This 
latter amount is presumed to equal that part of the goods and services 
dispensed by government that are final products and, as such, serve 
consumers directly, as distinguished from intermediate products, 
which serve business firms (cf. Chapter 4, § 8). Consumers are con- 
sidered to “purchase” from government, with their personal taxes, 
the goods and services dispensed by the government, free of direct 
charge, to consumers. The British White Paper utilizes two con- 
cepts on the product side. Like the Department of Commerce, it 
includes all goods and services dispensed by the government free of 
charge, and obtains a total which it calls “net national product at 
market value.” It then subtracts an amount equal to indirect taxes 
paid (minus subsidies to business by the government) to obtain a 
“net national product at factor cost.” This factor-cost product equals 
its national income total as a sum of factor payments, since the in- 

1 For a discussion of the final-product concept, see Kuznets, National Income — A Sum- 
mary of Findings, part IV, sec. 1. The relation of consumption to production is emphasized 
in Alfred Marshall, Principles of Economics, bk. VI, chaps. 11- V. See also Arthur Smitlnes, 
“National Income as a Determinant of International Policy,” Studies in Incomeand Wealth, 
VIII, 53-57. 
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direct taxes are subtracted, and the subsidy payments are included, 
in computing the factor payment, profits. 

The “net national product” of the Commerce Department is larger 
than its “national income” computed as the sum of factor payments. 
Primarily, it is larger by the amount of business taxes; certain other 
items will be noted in § 20. The Department deducts business taxes 
in computing payments to factors.^ On the product side, all govern- 
ment goods axe counted, including those financed by business taxes. 
The Department computes no “national income” total on the product 
side, corresponding to the British “net national product at factor 
cost.” 

It was stated as a general principle in Chapter 1 (§1) that the 
national income total should be the same, whether measured as the 
sum of factor payments for producing final goods and services or as 
the value of the final goods and services produced. The implications 
of the Commerce Department procedure, which does not observe 
this principle, will be examined in Chapter 7. 

Kuznets’ product series includes no item (e) at all, no government 
purchases as' such, except as his “construction” sub- total under capital 
formation is broken down between government and private enterprise. 
The government product “purchased” by consumers through personal 
taxation is included in Kuznets’ total of consumer expenditures. Con- 
sequently, Kuznets’ product series excludes two segments of govern- 
ment goods and services. First, it excludes an amount equal to the 
total of business taxes, on the ground that these taxes are payments 
for services by government to business. Second, it excludes an 
amount equal to any excess of government borrowing over govern- 
ment construction plus increases in other government assets. Such 
excess borrowing, being borrowing to cover current expenses rather 
than capital outlay in Kuznets’ concepts, reflects a current economic 
deficit or waste; the goods and services bought with this borrowed 
money are considered by him to be worth nothing. Kuznets’ factor- 
payment series, it will be recalled, also excludes amounts equal to 
business taxes and government deficit on current account (Chapter 5, 
§§ 49, 57). His net product total, therefore, equals his net factor- 
payment total. 

20 . In the accompanying tables the Department of Commerce 

^ Some details on how the total of business taxes is estimated are given in Suroeji of Current 
Susiness, March, 1943, pp. 25—26, Table B and notes to Table B. 
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estimates of product — consumer purchases, net change in inventory, 
and so on — ' will be expressed as a percentage, not of national income, 
but of national income plus business taxes, inclusive of the adjustment 
made to remove the influence of price fluctuations on changes in 
inventory (Chapter 5, §§ 39-44), and plus two other items to be ex- 
plained below (§§24, 69). The several product components as 
estimated by the Commerce Department contain these elements. 
Of the amounts paid by consumers, for example, a part goes to the 
government in business taxes and only the remainder eventually 
finds its way into the hands of the factors of production. Conse- 
quently, the sum of the product components 'expressed as percentages 
of national income would exceed 100, for national income does not 
include business taxes. Similar reasoning applies to the other items 
noted above, for one or more of the product elements. 

The resulting product total, with which each of the product com- 
ponents can be compared, is still a “net” total in the sense that it is 
computed after deducting depreciation. It is, in fact, roughly gross 
national product (§ 54) minus depreciation. The name that the 
Commerce Department has given it is “net national' product.” ^ 
Table 18 presents estimates of net national product derived from the 
Commerce Department data. The totals in the product-component 
tables that foUow will still not add quite to the net national product 


TABLE 18 

Net National Product, Commerce Definition (Unrevised Series), 
United States, 1 929-46 * 


(In billions of current dollart) 


1929 

1 1930 



1933 

1934 

1935 

1936 

1937 

92.6 

81.3 

65.4 

49.2 

48.8 ' 

57.9 

64.9 

75.5 

81.6 


1938 

1939 

1940 

1941 

1942 

1943 

1944 

1945 

1946 

74.4 

82.4 

90.7 

113.2 

144.7 

179.4 

189.4 

191.2 

186.8 


^ For 1929-38, Survey of Current Business, May, 1942, p. 12, Table 1; for 1939-40, ibid., 
April, 1944, p. 14, Table 13; for 1941—43, ibid., February, 1946, p. 7, Table 5; for 1944-46 
ibid., February, 1947, p. 8, Table 5. The revised series is in Appendix B below. 


^ Milton Gilbert and R. B. Bangs, “Preliminary Estimates of Gross National Product 
1929-41,” Survey of Current Business, Ivlay, 1942, pp. 9-10. 
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total, because one of those tables (Table 26) uses revised data that 
have not yet been incorporated into the total series published by the 
Commerce Department from which Table 18 figures are derived. 

The Department of Commerce itself has not yet published a net 
national product series, chiefly because of the unsatisfactory nature 
of the depreciation estimates ^ (which, however, it must use in its 
computations of national income). The Department attaches more 
importance to gross national product, to be described below (§§ 54 ff.). 

In its forthcoming revision of national income data, the Department 
of Commerce will publish a “net national product” series, differing 
from “national income”" as follows; inclusion of business taxes, busi- 
ness transfer payments (for example, gifts by corporations), bad-debt 
allowances (§24), and exclusion of subsidies (Chapter 7, § 59). It 
will also include an inventory adjustment (Chapter 5, §§39 ff.).^ 

Whenever a Kuznets net series is used in the product tables below, 
it is expressed as a percentage of national income as computed by 
Kuznets. 

Direct estimates including all five types of product (§1) have been 
relatively rare in the United States and nonexistent in other countries.® 
However, in the Kuznets and Commerce series, direct estimates of 
all but one of the five products, or of all but one part of one of the 
products, have allowed computation of the missing product as a 
residual; that is, by subtracting the sum of the directly estimated 
products from the total national income. The series presented in the 
following sections cover 1919-38 (Kuznets) and 1929-46 (Com- 
merce).^ , 

1 Edward F. Denison, “Report on Tripartite Discussions of National Income Measure- 
ment,” Studies in Income and Wealth, X, 12 (mimeograph). 

® Ibid., p. 6. Several national income analysts consider “net national product” an inap- 
propriate term, suitable rather for use as the product counterpart of “national income.” 
“Net national income at market prices” has been suggested. Ibid., pp. 7, 66, 72, 73, 75, 
83-85. 

® See Clark Warburton, “Three Estimates [Kuznets, Lough, Warburton] of the Value of 
the Nation’s Output of Commodities and Services: A Comparison,” Studies in Income and 
Wealth, III, 319-97. 

* Since the chief interest here in presenting two scries instead of one is to evoke a realiza- 
tion of the differences arising primarily from statistical techniques and basic material util- 
ized, rather than from differences in concepts, the Kuznets data for 1 939—43 in his National 
Product since 1869 are not included in the following tables, for they are extrapolations 
based on Department of Commerce data. “No basic work on national product or capital 
formation estimates has been done at the National Bureau for years beginning with 1939”; 
ibid., p. 18. Moreover, the difference in concepts between Kuznets and Commerce 
concerning the government contribution to national .income makes a meaningful com- 
parison of the two series particularly difficult for the ypnrs. 
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“Direct estimates” are those in which the estimate is constructed 
from data on the industry concerned; a direct estimate of retail sales 
is made from data on retail store operations. An indirect estimate is 
made largely from data on some other industry. The technique of 
an indirect estimate of retail sales is given in § 23. The residual 
method of estimating has been mentioned in the paragraph imme- 
diately preceding. All three methods have been employed in esti- 
mating the amount of consumer purchases (§§ 21-23). 

Inability to make direct estimates on the product side, of course, 
does not prevent the computation of a total for gross national product. 
In terms of Commerce Department procedure, to national income as 
computed from factor payments there are added business taxes, 
depreciation and depletion, and certain other items (§§ 24, 54, 69; 
and Chapter 5, § 41). 


III. CONSUMER PURCHASES 

21 . The total of goods and services purchased by consumers has 
been estimated in three different ways; as a residual, directly, and 
indirectly. 

The estimates for 1929-39 by the Department of Commerce (Table 
19) use the residual method, with respect to non-durable goods and 
services. Gross national product is computed from the factor-pay- 
ment approach (§ 69). From this indirect estimate of the gross 
national product are subtracted the estimated purchases of goods and 
services by government (§ 27), and the items that make up gross 
capital formation: private construction (§ 34), private producers’ 
durable equipment (§ 38), net change in business inventories (§ 31), 
and net change in claims on non-residents (§40). The residual 
amount is purchases by consumers. From this residual there is sub- 
tracted an estimate of consumer purchases of durable goods, an 
estimate that is made by tire indirect method described in § 23. The 
resulting residual is purchases by consumers of non-durable goods and 
services.^ Purchases of durable goods in this series include purchases 
of household furniture and automobiles, but not purchases of homes. 
Moreover, net imputed rent and depreciation, as well as taxes on 
owner-occupied homes, are nowhere in this series of consumer pur- 
chases. Amounts spent for maintenance, repairs, and mortgage 

1 Sumy of Current Business, May, 1942, p. 13, note to line 16 of Table 2; March, 1943, p. 
24, note to lines 16-19 of Table 10. 
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interest are therefore the only elements of home-ownership that 
appear in this unrevised Commerce series of consumer purchases. 

Kuznets, in obtaining his estimate of consumer outlay, also uses 
the residual method. From national income as computed under the 
factor-payment approach he passes to gross national product, as de- 
fined by him, by adding depreciation and depletion (and charges to 
fire losses). From gross national product he subtracts the items that 
make up his concept of gross capital formation. The remainder of 
the gross national product is total consumer outlay. This total is 
broken down into commodities and services by making an indirect 
estimate of consumer purchases of commodities, in the manner de- 
scribed in § 23 below. Kuznets’ estimate of consumer services is 
therefore a residual.^ 

In contrast to the Department of Commerce, Kuznets does not add 
business taxes to national income in computing gross national product. 
And in passing from gross national product to consumer outlay he 
does not subtract any of the government purchases of goods and 
services, except construction.® His national income total of factor 
payments, it will be recalled (Chapter 5, § 49), is computed after 
subtracting business taxes, but without subtracting personal taxes. 
Consequently, in moving from national income to gross national 
product and then to consumer outlay, the item, personal taxes, stays 
in and the item, business taxes, never gets in. Therefore, Kuznets’ 
consumer-outlay total includes an amount equal to personal taxes. 
This fact is perhaps not always realized by those who make use of 
Kuznets’ “consumer-outlay” series. In the Kuznets data, a con- 
sumer uses his income for only two purposes: consumer outlay and 
saving. “Consumer outlay” includes personal taxes because, in 
Kuznets’ view, consumers “purchase” commodities and services from 
the government in an amount equal to the personal taxes they pay. 
However, Kuznets has published the series of personal-tax data that 
is included in his “services total,” and Table 20, which presents the 
latest Kuznets series on consumer purchases (“flow of goods to con- 
sumers”), shows the personal-tsix element separate from the rest of 
the service total, for purposes of comparison with the Commerce 
Department data in Table 19. 

1 See Kuznets, National Product since 1869, pp. 7-12. 

2 Kuznets, Commodity Flow and Capital Formation, pp. 498-99, Table VIII— 4. A less 
important exception concerns difference in treatment of imputed rental. 
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TABLE 20 

Purchases of Goods and Services by Consumers ® (“Flow of 
Goods to Consumers"), United States, 1 91 9—38 (Kuznets) ‘ 


(in billions of current doliors) 


Year 

Perishable 

(1) 

SemNDurable 

(2) 

Durable 

(3| 

Services 

Excluding 

Persona! 

Taxes 

(4) 

Personal 

Taxes 

(5) 

Total Flow 

of Goods to 

Consumers 

(4) 

1919 

24.4 

10.1 

5,4 


2.0 

54.0 

1920 

26.9 

11.7 

6.2 


2.3 

63.0 

1921 

21.8 

9.5 

5.0 


2.2 : 

56.3 

1922 

21.1 

9.8 

5.S 

17.9 

1.9 

56.2 

1923 

22.7 

11.1 

7.0 • 

20.0 

2.1 

62.9 

1924 

23.4 

10.5 

7.0 

23.2 

2.0 

66,2 

1925 

25.0 

11.0 

8.0 

20.5 

2.1 

66.6 

1926 

26.6 

11.5 

8.3 

23.3 

2.4 

72,1 

1927 

26.3 

11.7 

7.9 

23.5 

2.4 

71.8 

'1928 

26.9 

11.8 

8.1 

24.5 

2.6 

73.9 

1929 

28.0 

12.1 

8.8 

24.8 

3.0 

76.7 

1930 

25.9 

10.5 

6.8 

27.5 

2.8 

73.5 

1931 

21.2 

8.8 


22.8 

2.3 

60.3 

1932 

17.8 

6.5 


17,6 

1.9 

47.3 

1933 

17.8 

6.3 


16.3 

1.9 

45.9 

1934 

20.7 

7.3 

4.1 

18.6 

2.1 

52,8 

1935 

22.8 

7,9 

5.0 

15.9 

2.4 

54.0 

1936 

25.3 

8.5 

6.1 

16.4 

2.9 

59.2 

1937 

27.2 

8.6 

6.6 

19.9 

3.6 

65.9 

1938 

25.7 

8.4 

5.3 

22.0 

3.5 

64.9 


■> Includes personal taxes. Sec § 21. 

Kuznets uses the term “goods” to include both “commodities” (Commerce Depart- 
ment “goods”) and “services.” 

° Kuznets, National Product since 1869, p. 35, Table 1-5, and p. 32, Table 1-4 A, col. 7. 
The series also includes 1939-43, not reproduced here (sec footnote 4 on p. 157). 


22 . The direct method is used in part by the Department of Com- 
merce in estimating the annual totals of consumer expenditures for 
1940-46 (see Table 19). From the 1939 figure, as obtained under the 
residual method, the estimates for the later years are obtained by 
extrapolation. The extrapolation is based on the year-to-year 
changes in totals for 1939-46 computed under the direct method. 
These totals contain some conceptual differences from the old series. 
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for which adjustment is made when using them for extrapolation. 
The 1940-46 estimates are thus a hybrid, as concerns technique.^ 
The direct estimate is made by estimating “retail sales” to consumers, 
largely from data on sales of retail stores, and by adding direct esti- 
mates of sales of services not included in the “retail sales” total. ^ 
Hence, a separate total for services is given for 1939 and the following 
years. 

23 . The indirect method of measuring total consumer purchases 
appears to be the one that will be used in the forthcoming revision 
of the Commerce Department estimates of gross national product. 
The estimates have already been made public. They compare as 
follows with those in Table 19, reached under the residual (1929-39) 
and residual-direct (1940-42) .methods (in billions of dollars): 


In Table 19: 


1929 

1930 

1931 

1932 

1933 

1934 

1935 

70.8 

64.9 

54.2 

43.0 

42.8 

47.7 

52.2 

1936 

1937 

1938 

1939 

1940 

1941 

1942 

59.1 

62.5 

58.5 

62.0 

66.2 

74.6 

81.9 

Indirect method; 






1929 

1930 

1931 

1932 

1933 

1934 

1935 

78.4 

71.1 

61.4 

49.7 

46.6 

52.0 

56.4 

1936 

1937 

1938 

1939 

1940 

1941 

1942 

62.3 

66.2 

63.3 

66.5 

70.8 

80.6 

88.7 


The differences are traceable in part to conceptual differences, 
notably the inclusion, in the indirect-method series, of the following 
elements of gross imputed rent of owner-occupied dwellings: net 
imputed rent, depreciation, and taxes. Interest paid and repairs 
were already in the other series. 

The indirect method is based chiefly on data from the biennial 
Census of Manufactures. This and other censuses record the value of 
goods as they emerge from factory, farm, and other producing units. 
The national income estimator divides this flow into goods destined 


1 Survey of Current Business, March, 1943, p. 24, notes to lines 16-19 of Table 10. 

2 William C. Shelton and Louis J. Paradiso, “Monthly Estimates of Total Consumer 
Expenditures, 1935-42,” Survey ef Current Business, October, 1942, See also Louis J. Para- 
diso and Lawrence Bridge, “Sales of Wholesalers, 1929-43,” ibid., August, 1943. 
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for consumers and goods destined to be used up in business enterprises. 
The division is difficult to make, especially since some commodities — ■ 
coal, for example — serve both ends. For each commodity group, 
estimates are then made of transportation charges, changes in whole- 
salers’ and retailers’ inventories, imports and exports, and wholesalers’ 
and retailers’ mark-ups. The result is an indirect estimate of the 
total of commodities sold at retail prices. A direct estimate of con- 
sumer purchases of services, partly from censuses that purport to be 
complete, and partly from sample data, is added. Interpolations are 
made for intercensal years.^ 

A similar indirect method is also used by Kuznets to estimate the 
volume of consumer perishable commodities (those lasting usually 
less than six months), semi-durable commodities (those lasting be- 
tween six months and three years), and durable commodities.® 

24 , In computing the total of “gross national product” from na- 
tional income, the Department of Commerce makes a minor adjust- 
ment that affects the total of consumer purchases. It adds to the 
national income the charges to bad-debt reserves that had been sub- 
tracted in computing the factor-payment (profits) in the course of 
computing national income. 

The bad-debt problem, so far as national income accounting is 
concerned, divides into two parts. One relates to purchases by con- 
sumers; the other, to purchases by business firms. 

The Commerce Department computations add back the bad-debt 
reserves on sales to consumers so that the total of gross national product 
will be consistent with the components. The component, consumer 
purchases, is defined so as to include the bad-debt element “to make 
our consumer expenditures residual equal to the goods and services 
the consumer receives rather than those he actually pays for.” ® 

This adjustment may be undesirable if the various components of 
one year’s total are being compared with one another; what the con- 
sumer receives must be measured in money terms, and to the extent 
that he never pays for what he gets he must be considered as buying 

1 See William H. Shaw, “The Gross Flow of Finished Commodities and New Construc- 
tion, 1929-41,” Survey of Current Business, April, 1942; Edward F. Denison, “Consumer 
Expenditures for Selected Groups of Services, 1929-41,” ibid., October, 1942; William H. 
Shaw, “Consumption Expenditures, 1929-43,” liid., Jrme, 1944. See also Kuznets, Com- 
modity Flow and Capital Formation, passim. 

“ National Income and Its Composition, 1919-1938, I, 283. 

® Milton Gilbert, “U.S. National Income Statistics,” Economic Journal, April, 1943, p. 79. 
See also Kuznets, op. cit., II, 427-28. 
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at a lower price than is indicated by the price tag. But if product 
totals for two or more years are being compared, the adjustment is 
necessary if, as is likely, the deflating product-price index is in terms 
of prices charged with no discount for defaults by the purchasers. 

Sales of professional services, however, are included on a net basis, 
after excluding bad-debt sales, because the sales value before deduc- 
tion of bad debts, which is large in this instance, is difficult if not 
impossible to estimate. 

Bad debts occurring on a sale by one business firm to another busi- 
ness firm must not be subtracted in computing the first firm’s profits if, 
in computing the second firm’s profits, the default is ignored. The 
two sides of the transaction must be entered on a consistent basis; 
otherwise total profits will be understated or overstated.^ 

25 . Even when the totals in Table 19 are deflated by a price index 

— and the proper index to be used has been a matter of some dispute 

— the result appears to be that an all-time high for civilian expendi- 
tures on consumption was reached in the war years of 1 943 or 1 944. 
The Department of Commerce has estimated consumer expenditures 
for 1939-43 inclusive to be, respectively, in billions of 1939 dollars, 
62, 65, 70, 69, and 71.^ The Department data on consumer expendi- 
tures do not include consumption goods purchased by government for 
the use of the armed forces. 

The relatively small part in total consumer expenditures played by 
durable goods (goods having a life of more than three years, like 
automobiles and washing machines) is shown by the 1 941 data, when 
such goods, although reaching a peak for the 1930-44 period, ac- 
counted for only $9 billion out of $75 billion. Their total fell to $6 
billion in 1942, in current dollars. Purchases of houses are not in- 
cluded in these totals of consumer expenditures,® nor are the net im- 
puted rent, the depreciation, and the real estate taxes, for owner- 
occupied dwellings. 

Expenditure on services was $25 billion in 1941, and increased to 
only $31 billion in 1 944. Expenditure on non-durable goods increased 

* Milton Gilbert, “Measuring National Income as Affected by the War,” Journal of the 
American Statistical Association, June, 1942, p. 193. 

“ Milton Gilbert and George Jaszi, “National Income and National Product in 1942,” 
Survey of Current Business, March, 1943, p, 14. Kuznets presents a deflated series of flow of 
goods to consumers, in 1929 dollars, for the total and each sub-total, in National Product 
since 1S69, p. 24. 

’ For a total including housing, see Doris P. Warner and Albert R. Koch, “Estimated 
Durable Goods Expenditures, 1939-45,” Federal Reserve Bulletin, September, 1946. 
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during the same war period by a greater absolute amount and a 
greater percentage amount, from $40 billion in 1941 to $60 billion in 
1944. 

26 . Owing to the lack of underlying data, the estimates of con- 
sumer expenditures are not close enough to accuracy to support 
refined conclusions concerning changes in rate of change from year 
to year. Thus, the fact that the $4.9 billion increase from 1933 to 
1934 was about an 11 per cent increase and the $4.5 billion increase 
from 1934 to 1935 was about a 9 per cent increase may be taken as 
established for most purposes of economic analysis; but to compare 
the $4.9 billion increase with the $4.5 billion increase and to conclude 
that the increase in 1933-34 was 9 per cent more than that from 1934 
to 1935 is to obtain an answer that is exposed to a large percentage 
error. Similarly, the data do not warrant close comparison of changes 
in consumer expenditures with changes in the total of national income 
for the same year. To compute the $4.9 billion increase (1933-34) 
as a percentage of, for example, the $9 billion increase in gross na- 
tional product for the same years ($54.8 billion to $63.8 billion) is 
to obtain an answer that is liable to a wide margin of error. The 
result, 54 per cent, could easily be, say, only half as much. For ex- 
ample, let the true figure for gross national product for 1934 be $65.5 
billion (instead of $63.8 billion) and that for consumer expenditures 
be $45.7 billion (instead of $47.7 billion). The percentage above then 
becomes 27, instead of 54. 

As direct estimates of the various categories of consumer purchases 
increase, the data may support analyses in terms of change in rate of 
change. A recent addition to the series is Harold Barger’s direct 
estimate of consumer services; ^ the Department of Commerce is also 
continuing work on its direct estimate of consumer services. 

IV. GOVERNMENT PURCHASES 

27 . Goods and services pcurchased by government are treated in 
the Department of Commerce series (Table 21) as final products, 
including both current and capital items. All the goods and services 
purchased by government disappear from the national income ac- 
counts, once they are taken by the government; it is as if the govern- 
ment were an “ultimate consumer.” Consequently, the total expen- 
ditures by government, including outlays on schoolhouses, highways, 

1 Harold Barger, Outlay and Income in the United States, 1921-1938, chap. 4 and Appendix A. 



TABLE 21 

Government Purchases of Goods and Services, United States, 1 929—46 (Commerce) 

(in billions of current dollars) 
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and other durable assets, form one item in the list making up the 
“gross national product” of the Commerce Department. Deprecia- 
tion on government property is therefore not deducted in computing 
national income. 

In the Commerce series, the total of goods and services purchased 
by government is used to measure “the product of government activi- 
ties,” since the product is valued at what it costs. “Purchases of 
services” by the government includes government payrolls and (until 
the revision in concept made in 1946) interest on the public debt 
(Chapter 7, § 68). 

There are excluded from the “government purchases” series: (a) 
all government outlays that are neither income nor “income pay- 
ments” to the recipient: return of capital by tlie government, advance 
of capital by the government (net prepayments), tax refunds, net 
payments by the government on renegotiation (usually negative), 
purchase of “existing assets” (that is, assets like real estate not re- 
corded in volume of sales by private concerns); (b) all government 
ouriays that are income payments, but of the transfer type only, and 
hence not included in national income or gross national product: 
relief, veterans’ pensions, and allowances to soldiers’ dependents 
(r) intergovernmental transfers to social security and other trust 
accounts. The total of “government purchases” also excludes, in 
general, purchases of goods that are resold by the government for a 
price, as when the liquor monopoly of a state government purchases 
and resells liquor. The product, liquor, is included in the total of 
purchases by consumers.® 

The term “existing assets,” in group (a) above, is narrowly con- 
strued. It does not comprise assets like steel bars, writing paper, or 
army uniforms, the purchase of which is accompanied by a decrease 
in inventories of private firms. Purchases of such assets by the 
government must be included in “government purchases” if national 
income is not to be xmderstated. When the government purchases 
land or buildings, on the other hand, no one’s inventory is recorded 
as decreasing, unless, perhaps, he is a dealer in real estate (§3). 

There are included in the “government purchases” series the follow- 
ing outiays that do not appear in the budget proper: (d) the net ex- 

1 In the new Commerce series, allowances to soldiers’ dependents are included in 
national income (military pay, in the wages and sallies category). 

* Government purchase and resale are discussed in Richard Stone, “Two Studies on 
Income and Expenditure in the United States,” Economic Journal, April, 1943, pp. 64-66. 
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penditures of government corporations (not counting loan transac- 
tions) and (e) the addition to federal salaries and wages in the form 
of the government’s contribution to the employees’ retirement fund. 

The resulting net figure represents purchases of goods and services 
produced during the same year or drawn from inventory or imported.^ 

Subsidies have been included in government expenditures,® but 
are to be excluded in the new Commerce series. This issue is dis- 
cussed in Chapter 7, § 59. 

For the total of purchases by the federal government, the Daily 
Treasury Statement is the chief source of information.® 

Purchases by state and local governments have been estimated in- 
directly. Data for receipts are available in many cases when expen- 
diture data are not. Hence receipts are added to the net change in 
debt,^ to ascertain total expenditures. However, the Commerce De- 
partment is now completing a direct estimate of state and local ex- 
penditures. 

Federal grants to states and localities are included in federal ex- 
penditures and omitted from state and local receipts. Therefore, an 
equal amount of actual purchases by state and local governments is 
in fact credited to the federal account.® 

28 . The high levels of government expenditure in the nineteen- 
forties reflect, of course, the huge purchases of munitions, ships, and 
other implements of war, and the purchase of services of members of 
the armed forces (service pay and allotments to servicemen’s families). 
The war expenditures also include all of the government’s expendi- 
tures on food, clothing, and shelter for the armed forces. 

The government pays the members of its armed forces partly in 
money, and partly in kind, since it supplies them with subsistence (food, 
clothing, shelter) free of charge. This payment in kind is a short- 
circuiting of the money-flow process. Economically, the situation is 
the same as if the government paid the soldier more in cash, and he 

^ See Survey of Current Business, March, 1943, p. 25, Table A, aind notes to Table 6 and 
Table A; and April, 1944, p. 9, Table A. “Offshore expenditures” were also deducted in 
the 1943 issue, but not in the 1944 issue. The series covers 1939 to 1943. In terms of the 
line numbers in Table A in the 1944 issue, the items listed in category (a) of the text 
above, in the order there given, are found on lines 16, 13, 17, 13, 13; in category (6), lines 18 
and 24, and 13a; in category (c), line 19; in category (</), 12 and 21; in category (e), line 20. 

® Survey of Current Business, March, 1943, p. 25, general note to Tables A and B. 

’ Survey of Current Business, May, 1 942, p. 1 3. * Idem. 

® “Duplication because of local shares of state-collected taxes has been eliminated.” 
Idem. 
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then spent the extra cash in buying food and other items of subsistence 
from the government. There is in principle a ‘ ‘government purchase” 
item and in addition a “consumer expenditure” item. But both are 
condensed into one term, “payment of subsistence in kind,” when the 
money flow is short-circuited. Then, if the government gives a soldier 
food worth $100, the implication should be that national income is 
$100 (soldier’s services), consumer (soldier’s) expenditure is $100, 
government pxirchases (of soldiers’ services) is $100, and the inven- 
tory of the government’s vendor declines $100. 

Until 1942, Commerce compiled its data on this basis, but owing 
largely to misunderstanding of this procedui'e on the part of the users 
of the data, it decided later to include such payments in kind only in 
“government purchases,” not also in consumer expenditures and factor 
incomes.^ 

29. Kuznets, as noted in § 19, does not include a total of govern- 
ment purchases in his product series. The only government product 
entered specifically as such is the total of construction by or at the 
order of the government.^ This includes construction done directly 
by the government with its own employees (“own force account” 
construction, or, briefly, “force account”), and construction done on 
order of the government by private contractors. 

The total of construction does not, of course, include all expendi- 
tures by the government the benefits of which might be considered 
to last beyond the year. 

Construction by or at the order of the government for the years 
1919-43 together with estimates of depreciation of government prop- 
erty (other than streets, roads, highways, and sewers) ® for 1919-38, 
and hence a net construction estimate for those years, are given in 
Table 22. 

30. The Securities and Exchange Commission research staff, in 
estimating government saving as a component of total saving (Ghap- 

' Milton Gilbert, “U.S. National Income Statistics,” Economic Journal, April, 1943, pp. 
80-81. A return to the former procedure is now indicated. See Edward F. Denison. 
“Report on Tripartite Discussions of National Income Measurement,” Studies in Income and 
Wealth, X, p. I-IO (mimeograph). 

® Except for 1939-43, for which years he provides an alternative concept of national 
income (“wartime concept”) that includes all government expenditures for war. (National 
Product since 1869, p. 14). 

t A critical evaluation of this omission is given in Wendell D. Hance, “Adequacy of Esti- 
mates Available for Computing Net Capital Formation,” Studies in Income ard Wealth, VI, 
268. 



TABLE 22 


Public Construction, United States, Gross, 191 9—43, and 
Net, 1919-38 (Kuznets and Commerce) 


(in billions of current dollars) 


Year 

Gross Public ConsfrucKon 

Depreciation 
on Public 
Structures 
except Roads 
and Sewers ^ 

Net Public Construction 

Absolute 
Amount ® 

Per Cent of 
Gross National 
Product 
(Commerce) ^ 

Absolute 
Amount ^ 

Per Cent of 
National income 
(Kuznets) ® 

1919 

$2.0 

3 

$0.8 


2 

1920 

1.3 

1.5 

1.0 


f 

1921 

1.6 

2 

0.8 

0.8 

1 

1922 

1.7 

2 

0.7 

1.0 

2 

1923 

1.6 

2 

0.9 

0.7 

1 

1924 

1.9 

2 

0.9 

1.0 

1 

1925 

2.1 

2 

0.9 

1.2 

2 

1926 

2,1 

2 

0.9 

1.2 

1.5 

1927 

2.4 

3 

0.9 

1.5 

2 

1928 

2.5 

3 

0.7 

1.8 

2 

1929 

2.4 

2 

0.7 

1.7 

2 

1930 

2.8 

3 

0.7 

2.1 

3 

1931 

2.6 

4 

0.7 

1.9 

3 

1932 

1.8 

3 

0.7 

1.1 

2.5 

1933 

1.2 

2 

0.7 

0.5 

1 

1934 

1.5 

2 

0.8 

0.7 

1 

1935 

1.4 

2 

0.8 

0.6 

1 

1936 

2.2 

3 

0.9 

1.3 

2 

1937 

2.0 

2 

1.1 

0.9 

1 

1938 

2.1 

3 

1.2 

0.9 

1 

1939 

MM 

3 

g 



1940 


3 

g 



1941 


4.5 

g 



1942 

10.7 

7 

g 



1943 

6.2 

3 





* Kuznets, Mationd Product since 1869, p. 40, Table 1-7, col. 5, and Survey of Current 
Business, June, 1943, p. 32, Table It, and June, 1944, p. 23, Table 5. Kuznets uses the 
same source-data as the Department of Commerce. The Commerce series presents a 
detailed breakdown, including among other separate items one for government residential 
construction, which reached a maximum of ?685 million in 1943. Data for years beyond 
1943 have not yet been published. 

1= For 1919-28, computed from estimates of gross national product under the Commerce 
Department concept by Mary S. Painter, “Estimates of Gross National Product, 1919- 
1928,” Federal Reserve Bulletin, September, 1945, pp. 872-73. 

° Kuznets, op. cit., p. 53, Table 1—16. 

Column 1 less column 3. 

* Computed from Kuznets, National Income and Its Composition, 1919-1938, 1, 137, Table 1. 

* Less than one half of 1 per cent. 

* Not reproduced here; see note 4, p. 157. 
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ter 8, § 17), have estimated "capital outlays” by the state and local 
governments and, for the federal government, “public works” and 
“capital outlay of WPA, CWA, and GGG.” Depreciation on govern- 
ment assets has also been estimated. The sources are for the most 
part those utilized by the Department of Commerce or Kuznets. 
The net estimates do not differ greatly from those shown by Kuznets, 
though they are steadily higher, since the concept of “capital outlay” 
is broader than “construction.” *• 

The Federal Reserve Board has also compiled a series of public 
expenditures on durable goods.® 

V. NET CHANGE IN INVENTORIES 

31 . If a business concern ends the year with a larger inventory 
than it had at the start of the year, this increase must be counted in 
the national income. Otherwise the total product of the year’s ac- 
tivity will be understated. And if the year-end inventory is smaller, 
the difference must be entered as a minus item if the total product of 
the year is not to be exaggerated. 

Estimates of year-end inventories are obtained chiefly from data 
on corporations in Statistics of Income. For unincorporated enterprises, 
the biennial Census of Manufactures and the less reliable and somewhat 
less frequent Wholesale Census and Retail Census are the basic sources.® 

The annual changes in inventories as obtained from these sources 
are adjusted both by Kuznets and (only for gross national product) by 
the Commerce Department to put the changes on a current-price basis, 
(as discussed in Chapter 5, § 39 ff.) The adjustment obtains a result 
like the one that would be obtained if all concerns used a “last-in 
first-out” method of inventory accounting.^ The aim is to measure 
the value of the physical change in inventories, eliminating elements 

1 Estimates for the years 1933-37 and description of methods are given by R. W. Gold- 
smith and Walter Salant in “The Volume and Components of Saving in the United States, 
1933—1937,” Studies in Income and Wealth, III, 285-93. 

“ Doris P. Warner and Albert R. Koch, “Estimated Durable Goods Expenditures, 1939- 
45,” Federal Reserve Bulletin, September, 1946. 

2 Wendell D. Hance, “Estimates of Annual Business Inventories, 1928-41,” Survey of 
Current Business, September, 1942. See also Louis J. Paradiso, “Retail Inventories in the 
War Period,” ibid., March, 1944. 

^ The figures as reported were “deflated by price indexes representing the lower of cost 
or market and the deflated series were multiplied by current-price indexes. . . .” Survey of 
Current Business, May, 1942, p. 13, note 13 to Table 2. Farm inventories are computed by 
the Bureau of Agricultural Economics, giving changes in physical quantities at current 
prices. Idem, 



TABLE 23 

Net Change in Inventories, United States, 1919-46 
(Kuznets and Commerce) 


(in billions of current dollars) 



After Adjustment 

Before Adjustment 


Absolute Amount 

Per Cent of 



Year 









National 

Net National 

Kuznets ” 

Commerce ^ 


Kuznets ^ 

Commerce ^ 

tncome 

Product 






[Kuznets) ® 

(Commerce) 



1919 

$4.0 


6 


$5.9 


1920 

7.3 


10 


3.0 


1921 

0.15 


g 


-6.4 


1922 

0.6 


1 


1.6 


1923 

3.1 


4 


3.2 


1924 

-0.9 


-1 

a 

-1.1 


1925 

1.8 


2 


2.1 


1926 

1.6 


2 


-0.3 


1927 

0.45 


1 


-0.5 


1928 

-0.34 


g 


-0.4 


1929 

2.4 

$1.6 

3 

1.7 

1.6 

$1.1 

1930 

-1.1 

-0.3 

-1 

-0.4 

-5.3 

-4.0 

1931 

-1.3 

-2.0 

-2 

-3.1 

-4.0 

-4.8 

1932 

-2.4 

-2.3 

-5.6 

-4.7 

-3.8 

-3.5 

1933 

-1.1 

-0.7 

-3 

-1.4 

.5 

1.2 

1934 

-1.7 

-0.1 

-3 

-0.2 

0.2 

0.8 

1935 

1.3 


2 

0.3 

1.3 

O.B 

1936 

2.5 


4 

2.9 

1.5 

2.5 

1937 

2.5 


3.5 

1.3 

3.1 

1.8 

1938 

-0.27 


g 

-1.7 

2.0 

-2.2 

1939 




1.1 


1.3 

1940 


1.8 


2.0 


2.2 

1941 


3.5 


3.1 


6.7 

1942 


-0.5 


-0.3 


1.6 

1943 


-0.6 


-0.3 


—0,4 

1944 


-1.7 


-0.9 


-1.6 

1945 


-0.6 


g 


-0.6 

1946 


6.5 


3.5 


10.0 


“ Kuznets, National Product since 1869, p. 46, Table I-ll. Includes, for all years, changes 
in stocks of monetary metals. 

i' Survey of Current Business, May, 1942, p. 12, Table 2 (1929-38); April, 1944, p. 13, Table 
10, and p. 14, Table 13 (1930-40); February, 1946, p. 8, Table 6 (1941-44); and Feb- 
ruary, 1947, p. 7, Table 1 (1945-46). 

“ Computed from Table 6. 4 Computed from Table 18. 

' Kuznets, National Income and Its Composition, 1919-1938, II, 903-10, Table VII, plus farm- 
inventory change after adjustment, Kuznets, National Product since 1869, p. 46, Table I-ll. 

' See note b. Obtained by adding to the amount after adjustment the figure given for re- 
valuation. For the years 1929-41 the Survey oj Current Business, May, 1942, p. 12, Table 4 
presents revaluation estimates separately for corporations and other enterprises. 

« Less than one half of 1 per cent. 
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of change in value of a given physical amount of inventory.^ 

The striking difference made by the adjustment in years of sub- 
stantial price changes is evident from Table 23. In 1 921 , for example, 
the data, unadjusted except for farms, show $6 billion disinvestment 
in inventories. But in physical terms there was practically no net 
change at all. During the three years 1930-32 inventories decreased 
by $13 billion (K.uznets) on the books of business concerns, but only 
by $5 billion in current prices. Commerce Department data show a 
similar difference, though on a somewhat smaller scale. 

32 . In the national income accounts of the United States, annual 
net investment in the form of inventory has usually been a small 
figure. During the course of a year a vast amount of investment in 
inventory occurs. Most of it, however, is accompanied or followed 
shortly by disinvestment of inventory as goods are sold to consumers, 
or to the government, or to another business firm either on “expensed” 
purchases (Chapter 2, § 6) or on purchases of capital equipment, 
or are exported. These goods are no longer recorded as inventory 
anywhere. 

VI. NET CHANGE IN PRIVATELY OWNED DEPRECIABLE AND OTHER 
DURABLE ASSETS 

33 . Business assets that are not inventoried consist of (a) money and 
money claims and (b) durable assets like buildings, machinery, good 
will, and patent rights. Money and money claims are not counted 
in the “product” total, for reasons given above (Chapter 2, §3). 
Patent rights, promotional benefits in the formation of business enter- 
prises,^ and other non-representative intangibles are omitted owing to 
difficulty of compilation. The other assets are divided between “con- 
struction” and “producers’ durable equipment.” The amount of 
construction during the year, plus the producers’ durable equipment 
produced during the year, minus depreciation and depletion charges, 
gives an element in the net product. If depreciation and depletion 
charges are not taken into account, the resulting gross figure is an 
element in the gross national product.’ 

1 Milton Gilbert and R. B. Bangs, “Preliniinary Estimates of Gross National Product, 
1929-41,” Survey of Current Business, May, 1942, pp. 10—11. 

2 See Clark Warburton, “Accounting Methodology in the Measurement of National 
Income,” Studies in Income and Wealth, I, 102-04. 

® A critical discussion of the concepts of capital formation and capital consumption as 
developed by Kuznets and Fabricant is given in Wendell D. Hance, “Adequacy of Esti- 
mates Available for Computing Net Capital Formation,” Studies in Income and Wealth, VI, 
238-47. 
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TABLE 24 

Private Residential Construction, Gross and Net, United States, 
1919-38 (Kuznets and Fabricant) 


(in billions of current dollars) 


Year 

Private Residential 
Gross Construction^ 
Farm and Non-Form 

Depreciation on Farm 
and Non-Farm Private 
Residential Property^ 

Net Private Residential 
Construction ° 

1919 

1.9 

2.1 

-0.2 

1920 

1.8 

2.7 

-0.9 

1921 

1.9 

1.9 

0 

1922 

3.0 

1.8 

1.2 

1923 

3.9 

2.1 

1.8 

1924 

4.5 

2.1 

2.4 

1925 

4.8 

2.1 

2.7 

192(5 

4.8 

2.2 

2.6 

1927 

- 4.5 

2.3 

2.2 

1928 

A1 

2.4 

1.7 

1929 

3.7 

2.5 

1.2 

1930 

1.9 

2.4 

' -0.5 

1931 

1.6 

2.1 

-0.5 

1932 

0.7 

1.8 

- 1.1 

1933 

0.5 

1.8 

-1.3 

1934 

0.7 

1.9 

-1.2 

1935 

1.0 

1.9 

-0.9 

1936 

1.5 

d 

d 

1937 

1.8 

d 

d 

1938 

1.9 

d 

d 


* Kuznets, National Product since 1869, p. 40, Table 1—7. 

*’ Solomon Fabricant, Capital Consumption and Adjustment, Table 31, pp. 170-71 ; or Simon 
Kuznets, Commodity Flow and Capital Formation, p. 494, Table VIII-S, line 6. 
c By subtraction, column 2 from column 1. Not available. 


The term “money claims” is taken here to include deferred 
charges like prepaid insurance, reflecting payments for which no 
productive activity has yet occurred. 

Neither Kuznets nor the Department of Commerce has published 
a series of annual estimates of net change in private structxrres and 
other durable assets. The Commerce Department has refrained from 
computing such a net series on the ground that its depreciation and 
depletion figures are not comparable in scope to its data on gross 
cpnstruction and durable equipment, and are too arbitrary anyway 
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TABLE 25 

Private Non-Residential Construction and Producers’ Durable 
Equipment, Gross and Net, United States, 1919—38 
(Kuznets and Fabricant) 


(in billions of current dollars) 


Year 

Gross '' 

Depreciation and 
Depletion ^ 

Net" 

1919 

8.2 

6.1 

2.1 

1920 

9.1 

7,0 

2.1 

1921 

6.2 

5.3 

0,9 

1922 

6.4 

5.1 

1.3 

1923 

8.8 

5.8 

3.0 

1924 

8.5 

5.6 

2.7 

1925 

9.4 

5.9 

3.5 

1926 

10.4 

6.4 

4.0 

1927 

10.0 

6.4 

3.6 

1928 

10.3 

6.5 

3.8 

1929 

11,7 

7.0 

4.7 

mSSm 

9.3 

6.6 

2.7 


5.8 

5.9 

-0.1 


3.1 

5.2 

-2.1 

■■ 

2.9 

4.8 

-1.9 

1934 

3.8 

5.1 

-1.3 

1935 

4.8 

5.2 

-0.4 

1936 

6.2 

d 

d 

1937 

7.8 

d 

d 

1938 

5.7 

d 

d 


' Kuznets, National Product since 1869, p. 36, Table 1-6, column 2, plus p. 40, Table 
1-7, column 4. 

^ Kuznets, op. cit., p. 53, Table 1-16, column 1, minus the depreciation on residential 
pro^rty (Table 24 above). 

= By subtraction. Not available. 

(see § 34 and the reference there cited). Kuznets has published esti- 
mates of construction, of production of producers’ durable equipment, 
and of depreciation; these series, when combined, yield a series of net 
capital formation in structures and producers’ durable equipment. 
Tables 24 and 25 present such a series in two parts: net residential 
construction (Table 24) and net private non-residential construction 
plus producers’ durable equipment.^ Table 26 goes so far as to ignore 

^The total of these two parts can also be derived in another way, from Tables I-ll 
and 1-17, in Kuznets’ National Product since 1869, by subtracting the sum of net changes in 
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the inconsistencies noted by the Commerce Department, computing 
from its series a roughly net series of private construction and pro- 
ducers’ durable equipment. 

A. Private Construction 

34 . The Commerce Department series on annual private construc- 
tion (Table 26) includes “all new private construction of factory and 
public utility property, residences, and other property (including non- 
profit institutions and farm construction).” It excludes construction 
by or for the government; this item is shown in Table 22, and is in- 
cluded in the series, “purchases by government” (Table 21). 

Private construction cannot be computed as a percentage of net 
national product. Only the net increase in construction, after sub- 
tracting depreciation on existing structures, could be so computed, 
and depreciation data are not available from Commerce Department 
figures for structures alone. Private construction can be expressed as 
a percentage of gross national product. If the estimates of private 
construction are combined with those on production of producers’ 
durable equipment, and if total depreciation and depletion are sub- 
tracted, as is done in Table 26, the resulting figure tends to be an 
overstatement of net private construction plus other durable assets. 
First, the Commerce Department total of depreciation includes no 
estimate of depreciation of owner-occupied homes. Suppose that there 
are twenty such houses wearing out and being replaced one a year 
at a cost of $10,000. Each year the depreciation is $500 a house, or 
$10,000. If interest is ignored, the national income for each year is 
$10,000 (factor payments to those who build the house); gross capital 
outlay is $10,000; net capital outlay (net investment) is zero; consump- 
tion (using up of houses) is $10,000. The Commerce Department 
computations show the national income (factor approach) to be 
$10,000, and the gross capital outlay to be $10,000, but neither the 
factor approach nor the product approach contains an item for de- 
preciation of the houses. Consequently, if from the gross capital 
outlay total ($10,000) there is subtracted the depreciation total 
actually recorded by the owners (zero), the result ($10,000) is too large 

inventories and net changes in claims against foreign countries from total net capital 
formation, and then deducting the excess of public construction over public capital 
consumption. The resulting totals check with the sum of the totals in Tables 24 and 25, 
within one tenth of a billion dollars in every case. For 1 936-38 the totals are, in billions 
of dollars, 0.2, 1.3, —0.8. 
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to be called the net investment for the year, which is, in fact, zero. 
No item “consumption (of owner-occupied houses),” appears in the 
Commerce Department product approach. In summary, the Depart- 
ment procedure tends to an overstatement of net capital outlay and an 
understatement of consumption if the reader attempts to derive a net 
capital outlay from the Department data — a feat that the Depart- 
ment itself does not attempt, and, in fact, warns against.^ Even if this 
attempt is not made, the understatement of consumption remains, 
since the Commerce Department does present a total for consumption, 
or, rather, consumer expenditures on goods and services. 

Second, the Commerce Department treatment of the buildings of 
private non-profit organizations gives rise to the same problem as that 
sketched immediately above. On the product side the construction 
of such buildings is included. On the factor side no depreciation is 
entered.® 

35 . Of course it would not be enough merely to enter on the 
product side a minus item for depreciation of these owner-occupied 
houses and non-profit institutions. This treatment would understate 
the national income. The depreciation is not a dead loss. It is offset, 
at least in part, and probably more than offset, by a positive product 
entry, consumption of housing, which is measured by the imputed 
rental value of the house. 

36 . The construction estimates for 1929-41 by the Commerce 
Department are subdivided by major categories of industry, but the 
methods used in compiling the estimates have not yet been published.® 

37 . The data on construction in the first two columns of Table 26 
are, of course, not comparable with the data on change in inventory 
in Table 23. The latter are on a net basis; that is, they measure the 
change in stock on hand from year-beginning to year-end. The year’s 
figure may, therefore, be negative. 

A positive figure in the inventory-change series signifies that enough 
was produced during the year not only to meet all consumer purchases 
and government pui'chases, purchases by firms for expensed or capital- 
ized outlays, and net exports, but also to add to inventories an amount 
shown by that figure. A positive figure in the construction series, on 
the other hand, does not necessarily mean that the simount of buildings 

1 Milton. Gilbert, “U.S. National Income Statistics,” Ecommic Journal, April, 1943, p. 77. 

® Ibid, But in the forthcoming revised series, services of non-profit organizations will be 
valued at current expense, including depreciation. 

® Survey of Curfent Business, February, 1942, p. 36. 
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and other structures on hand at the end of the year is any greater 
than it was at the beginning, since the structures have been depreciat- 
ing during the year by an unknown amount. (Table 26 shows only 
total depreciation of structures and other private durable producers’ 
commodities.) 

B. Producers’ Durable Equipment 

38 . The estimates of total producers’ durable equipment in Table 
26 are of equipment produced and sold to private users, or produced 
by the private producer for his own use. For the years 1929-39 es- 
timates have been published for each of twenty-two types of equip- 
ment — factory machinery, tractors, business motor vehicles, and so 
on.^ The estimates are made in the indirect manner already de- 
scribed for consumer purchases of commodities, in § 23. 

During 1929-46, the amount of producers’ durable equipment sold 
to or produced by users was higher than private construction in every 
year but one, 1929. 

For the war years, 1941-45, the totals are somewhat ambiguous so 
far as the attribute “private” is concerned. Many plants built by or 
for the government (hence included in Table 22) were leased to 
private concerns and some, whether so leased or not, were later sold 
to private concerns. And some of the construction and purchase of 
durable equipment included in Table 26 was done on order, as it 
were, by the government, with a view to defense or war production. 

The conventional nature of the depreciation and depletion charges 
must be recalled (Chapter 5, § 30). The amounts charged off each 
year may have little resemblance to actual changes in market value 
(so far as market value can be measured for factory buildings, ma- 
chines, and so on), and even less resemblance to observable physical 
changes. These remarks apply with special force to the war years. 
Moreover, the data available on depreciation do not cover quite all 
the field that is included in the data on gross capital formation.^ 

39 . Estimates of capital outlay on both plant and equipment for 
each of six manufacturing industry groups have also been published, 

^ For details see William H. Shaw, “The Gross Flow of Finished Commodities and New 
Construction, 1929-41,” Survey of Current Business, April, 1942, p. 16, Table 2. These de- 
tailed data include, for 1940 and 1941, some government purchases and production. 

* See Wendell D. Hance, “Adequacy of Estimates Available for Computing Net Capital 
Formation,” Studies in Income and Wealth, VI. This paper also discusses gaps in the data 
on construction and producers’ durable equipment. 
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thus providing a breakdown of part of the total on an industry basis, 
in contrast with the breakdown of the durable-equipment total on a 
type-of-equipment basisd 

In December, 1 945, the Department of Commerce and the Securi- 
ties and Exchange Commission initiated a quarterly series showing the 
expenditures for plant and equipment by private concerns (exclusive 
of agriculture) for the years 1939-41 and each subsequent quarter 
and presenting estimates of what would be spent in the current 
quarter.® The Federal Reserve Board also publishes a series of pro- 
ducers’ expenditures on durable goods.® 

VII. NET CHANGE IN CLAIMS AGAINST NON-RESIDENTS 

40 . The analysis of international transactions covers three topics: 
the transfer of ownership of goods, arid money claims, regardless of 
the physical location of the goods (§§ 40-42); the physical movement 
of the goods, exports and imports (§ 43); and the ways in which the 
purchaser obtains foreign money, if the seller wants to be paid in the 
money of his own coimtry (§§ 44-46). The last topic includes a 
discussion of the adjustment of the total income produced in a region 
to obtain the total income received by the residents of a region 
(Chapter 1, § 1). 

The resident owner of a non-money asset that forms part of the total 
of inventories — cotton cloth held by a textile miU, for example — ■ 
may sell it to a non-resident. In principle, the asset thereupon dis- 
appears from the accounts of the nation. The transfer should be 
recorded as a minus item in computing net inventory increase. The 
cloth cannot reappear elsewhere in the accounts as being purchased 
for investment or consumption, for the purchaser is not one of the 
group whose aggregate income is being computed. If the disappear- 
ance of the asset is not to seem a dead loss, a record must be made 
of what the resident seller receives for parting with it. These remarks 
assume that the “national” income is being computed as the income 
of the residents of a geographic area, which is usually the case. If 
the computations are for a group of citizens, wherever they may reside, 
the terminology in the present analysis must be changed accordingly. 

41 . The money received from the non-resident may be a bank 
deposit in, or currency of, the country of the seller. A resident of 

1 Lowell J. Chawner, “Capital Expendittorcs in Selected Manufacturing Industries,” 
Survey of Current Business, December, 1941. 

2 Press releases and issues of Statistical Bulletin, Securities and Exchange Commission. 

* Warner and Koch, loc. cit. 
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Great Britain, holding a bank deposit in dollars in a bank in the 
United States, purchases some goods from a wholesaler in the United 
States. He pays the wholesaler by transferring the dollar bank 
deposit to him. The domestic money that the seller receives from the 
British resident is a real asset, from the viewpoint of the group of 
people living in the United States. By the transfer of the money, a 
claim that the non-resident was holding on the goods and services of 
the nation is canceled. The non-resident’s claim was only a general- 
ized one, a claim as yet unexercised, but real enough nonetheless. In 
the national income accounts of the United States, there has been no 
net disinvestment. The exchange of goods for money is here only a 
change in the form of real assets.' The amount of commodities owned 
by residents of the United States has decreased, but there has occurred 
an increase in the amount of United States money that they hold 
compared to the amount held by non-residents. In principle, in the 
accounts of national income viewed from the product side, the item 
“net increase in inventories” should decline and a corresponding in- 
crease should be registered in a “product” item, “decrease in domestic- 
money claims held by non-residents.” This decrease is equivalent to 
an increase in the real assets of the nation, conceived of as a group 
of residents, and hence may be counted as an investment. In this 
respect the definition of “investment” given in § 6 above and Chapter 
2, § 3, needs to be enlarged. 

In practice a mere transfer of ownership, from resident to non- 
resident, of inventories, or real estate, or anything else, is not recorded 
in the national income accounts; only when it is brought to light by 
the act of exporting is the “inventories” item marked down and some 
counterbalancing item (“exports,” for example) entered. The change 
in ownership of the money will be noted in data covering the move- 
ments of short-term capital, but such movements cannot be included 
in the national income accoimts unless it is known which of the other 
product components (inventory, producers’ plant, and the like) should 
be decreased, and this information is usually unavailable. 

42 . The money received from the non-resident may be a bank 
deposit (or currency) in the buyer’s country. A resident of Great 
Britain, holding a deposit in pounds sterling in a British bank, may 
transfer the sterling deposit to a United States wholesaler in purchas- 
ing commodities in the United States. The seller receives a real 
asset, from the point of view of his country, in the form of a money 
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claim against the output of goods and services in Great Britain. The 
group of people living in the United States has lost some commodities 
and acquired a generalized claim against British output. The results, 
for national income accounting, are the same as in §41. In both 
cases the amount of money claims held by residents of Great Britain 
against United States output, compared with the amount of money 
claims held by United States residents against British output, has 
shifted in favor of the United States. 

The money received by the resident seller may be a bank deposit 
in a third country; an Argentine purchaser may transfer to a United 
States vendor a pounds sterling deposit in London. Then Argentina’s 
accounts show a decrease in money claims on other countries, the 
United States accounts show an increase, and the British accounts 
show no change in the item “domestic-money claims held by non- 
residents.” 

43 . The Commerce Department does not use the phrase “change in 
money claims.” Instead, it has a category, “net exports of goods and 
services.” If the cotton cloth purchased by the British resident is in 
fact exported by him from the United States, the national income 
accounts will balance if the product total for the United States con- 
tains a “net exports” item. A positive entry here counterbalances the 
decline in domestic inventories. The term “exports” is then equiva- 
lent to a decrease in domestic-money claims held by non-residents or to 
an increase in foreign-money claims held by residents. Similarly, 
any import implies the reverse. 

There is, of course, usually an interval, however short, between the 
moment of purchase and the moment when an export is recorded. 
For such a period, the entries suggested in § 41 apply in principle, 
but in practice no entries at all are made in the national income 
accoimts. 

Some things purchased by non-residents are never exported — a 
building, for example. Again, in principle, the product component, 
“producers’ plant and equipment,” or some similar item, should show 
a decrease, and an increase should be recorded in a foreign-money 
claims item. In practice nothing happens in the national income 
accounts. The building was entered in the “construction” total when 
it was built; the purchase of the building by a non-resident does not 
cause a negative entry in this or any other product category. And in 
the national income accotmts no category of money claims is affected. 
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Some things purchased by non-residents, on the other hand, are 
exported in the very act of purchase; there can be no time interval 
between purchase and export. A British tourist, for example, spends 
money in the United States; United States shopkeepers and railroad 
lines are “exporting” their goods and services. 

Kuznets, like the Department of Commerce, has no item of “change 
in money claims.” His international-account item is practically the 
same as that of the Commerce Department computations, though the 
terminology is quite distinct. He calls it “net changes in claims against 
foreign countries.” This consists of “balance on commodity and 
service account” plus “net currency movements.” ^ Mere transfers 
of ownership, from residents to non-residents, of domestically located 
inventories, buildings, or other non-money assets are not reflected 
in any shifting in the product components of Kuznets’ national income 
estimates. 

44 . Normally, the non-resident transfers to the United States seller 
a deposit (or currency) in dollars. The transaction of § 41 rather than 
that of § 42 is typical. But the non-resident must have acquired the 
dollar deposit in some way, and the methods of acquisition must be 
examined with a view to their effects on the national income accounts. 

The non-resident who resides in Great Britain, for instance, may 
start with a pounds sterling deposit in a British bank. He exchanges 
this for a deposit in a United States bank. Let it be assumed, as is 
the usual case, that the British bank already has a deposit in a United 
States bank. This deposit, or whatever part of it is needed for the 
purpose, is turned over to the British resident, at the order of the 
British bank. In exchange for this, the British bank cancels the 
pounds sterling deposit that the Britisher owned. If the Britisher’s 
deposit was £1000 and if the rate of exchange is $4 = £1, then the 
following changes occur; 

British Bank 

Assets Liabilities 

Deposit in United States Deposit of British resi- 

bank — $4000 dents — £1000 

United States Bank 
Assets Liabilities 

No change Deposit of British resi- 
dent -f- $4000 

Deposit of British bank — $4000 

1 Kuznets, National Product since 1869, p. 48. 
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The British resident has acquired a money claim on the goods and 
services of the United States, but the British bank has lost an equal 
claim. There is no change in the United States capital-movement 
accounts (or in the British accounts either), in domestic-money claims 
held by non-residents, or in foreign-money claims held by residents. 
Neither nation has experienced a change in real-asset position. 

The non-resident may have acquired his dollars by selling in the 
United States some representative intangibles (Chapter 2, § 3), like 
a bond or a share of stock. If the economic activity underlying the 
representative intangibles takes place in the United States — that 
is, if the stock or bond is a domestic security — the non-resident is 
merely exchanging one kind of generalized claim on the goods and 
services of the United Slates (bonds, stocks) for another kind (bank 
deposit) . If the non-resident is selling a British security, the transac- 
tion is analogous to a direct trading of a dollar bank deposit against 
a pounds sterling deposit. 

The non-resident may have acquired the dollar deposit by selling 
commodities that were located in the United States. The United 
States buyer will have invested in these non-money assets. From the 
viewpoint of the nation’s accounts, he will also have disinvested by 
transferring a money claim over United States goods and services to 
the non-resident. In practice, as already noted, the national income 
accounts will register no change of any kind. 

45 . The non-resident may have acquired a dollar deposit because 
income originating in the United States, in the sense of being paid 
in dollars, belongs to him. A resident of Great Britain, owning land 
in the United States, rents it to a United States tenant. The tenant 
pays the rent by transferring a deposit in a United Slates bank to the 
British resident. The issue now arises whether this rent is to be counted 
in the national income of the United States or of Great Britain. 

If the aim of the computation is a study of the origin of income 
by geographical areas,^ the rent has to be included in the national 
income of the United States. More commonly, however, the object 
of the computations is to ascertain the relative economic welfare or 
economic power of the two groups of people living in the two nations. 
Then the rent of land located in the United States but owned by a 
resident of Great Britain must be credited to the national income of 
Great Britain. 

^ As in the study by Erik Lindahl, Einar Dahlgren, and Karin Kock, National Income of 
Sweden, 1861—1930, pp, 1—2. 
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Similarly, interest, divideirds, and undistributed corporate profits 
on British-held securities or stock in companies operating in the 
United States should be credited to Britain’s national income. In 
practice, however, the United States computations have had to 
attribute net rent and undistributed profits to the country of origin 
(Chapter 5, §§ 22, 50, 62). 

Some students of national income prefer to use the term “national 
output” for the area-of-origin concept.^ The “national output” of 
the United States is said to include the rent in the example immedi- 
ately above; the “national income” of the United States does not. 
The rent appears in British “national income,” but not in British 
“national output.” Generally, however, income analysts have pre- 
ferred to define “national income” and “national output” as alterna- 
tive terms meaning precisely the same thing and including net changes 
in claims on foreigners. An alternative suggestion is “domestic 
income” for the area-of-origin concept.^ “Domestic income” also 
includes work done in the area by non-residents (transients) and ex- 
cludes work done by residents while temporarily abroad. Domestic 
income thus equals national consumption (consumption expenditure 
of residents, at home or abroad) plus domestic capital formation 
(investment located within the area) plus the balance of trade in 
goods and services. National income, on the other hand, equals 
national consumption plus net investment made at home or abroad. 

Dividends and interest received by United States residents on their 
foreign investments are added to exports, and similar payments made 
to non-residents by United States payors are added to imports, in 
the computation of the Commerce Department’s “net export of goods 
and services.” 

46 . The residents of one country may obtain claims against those 
of another country through remittances from emigrants, or, conversely, 
by importation of money by immigi’ants. Whether these are to be 
counted in the “national income” of the receiving country depends 
on whether “income” is defined narrowly, to include items of more or 
less regular recurrence representing current factor payments, or 
broadly, to reflect national consrumption plus net change in national 
asset position from aU causes. The broader measure is preferable, if 

J. R. Hicks, The Social Framework, p. 121. 

s Rollin F. Bennett, “Significance of International Transactions in National Income,” 
Studies in Income and Wealth, VI, 142. 
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the aim is, as 'it usually is, to reflect changes in the material welfare 
of a particular group of people (see also Chapter 10, § 1). The same 
question is raised by revaluations of claims on non-residents, whether 
occasioned by price or exchange fluctuations; remittances of inheri- 
tances, indemnities, and similar transfer payments; and interest on 
foreign-government debt (Chapter 7, §§ 65-68). 

47. A summary of the international transactions that have been 
analyzed in § § 40-46 leads to the following conclusions with respect 
to saving, investment, and employment: 

By producing for export, a country generates employment and 
money income at home, without obtaining any goods and services 
that this money income can be spent on. Saving must, therefore, 
increase by the amount of the production for export. The saving is 
accompanied by investment (§§41-43), in the form of generalized 
money claims on foreign countries; that is, on non-residents. Produc- 
ing for export, in itself, without considering imports that it may 
induce, tends to reduce unemployment and to create inflation. 

By purchasing for import, a country increases its investment in 
domestic non-money assets, or its government purchases, or its pur- 
chases for consumption (or temporarily shows a loss if the purchase is 
expensed), without itself producing anything or drawing down its 
domestic stocks of goods, machinery, or other non-money assets. 
The import is accompanied by an equal amount of dissaving unless 
the spending is^for investment. The dissaving is accompanied by 
disinvestment in the form of a decrease in money claims on non- 
residents. Purchasing for import, in itself, tends to create unemploy- 
ment at home and to prevent inflation. 

In a purely formal or bookkeeping sense, the existence of a small 
net export balance indicates a small amount of home employment due 
to foreign trade. Part of the home employment created by the de- 
mand for gross exports is counterbalanced by the home unemploy- 
ment created by the purchases of foreign goods. But in the more 
important sense of causation, the net figure shows very little. If 
country A exports $10 billion, and, as a resrdt, foreign countries 
export $9 billion to coimtry A, and if the factors of production making 
the $10 billion exports are highly specialized and if the home market 
is already so saturated with their products that it would refuse to take 
much more even at lowered prices, then the $10 billion export is a 
better measure of the true stimulus to employment given by the 
international trade than is the $1 billion net export balance. 
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48 . Governments had been keeping comprehensive and detailed 
records of imports and exports of merchandise for many years before 
national income computations were attempted. No sampling, extra- 
polation, or special surveys are needed. Data on imports or exports 
of services, however, are often difficult to compile. 

Table 27 presents the data on “net exports of goods and services” 
(Commerce) , or “net change in claims against foreign countries” 
(Kuznets). - 

In the United States, imports and exports of goods and services 
were just about equal in each of the years 1929-41 inclusive; even the 
boom year of 1 929 showed a net export of goods and services of only 
$0.6 billion. There was a small net export balance in every year 
except 1936 ($0.1 billion import balance), the maximum being $1.5 
billion in 1940. 

For merchandise only, the gross data are not much larger, in rela- 
tion to the total economy. In 1940, for example, imports of merchan- 
dise only were $2.6 billion and exports, $4 billion. 

For the years of World War II, the Commerce Department data 
continue to show an insignificant export or import balance, but this 
result is a reflection of the bookkeeping of war. The huge physical 
exports of government-owned goods for the United States’ war effort 
and for lend-lease appear only in the figure for “federal government 
expenditures for goods and services,” not in exports as such.^ And 
foreign expenditures by the United States government for goods and 
services utilized abroad are not counted as imports.® 

For the nineteen-twenties, Kuznets’ data indicate that the annual 
“change in claims against foreign countries” was usually less than one 
per cent of the total national income. 

49 . When gold or silver is imported — from Great Britain to the 
United States, for example — and goes into the monetary stock, a 
British resident or bank gains tliereby a bank deposit in the United 
States, and the residents of the United States gain the precious metal. 
In the national income accounts of the United States, under the prod- 
uct approach, two entries may be made, in principle: “increase in 
monetary stock” (a kind of inventory account) ; and either “imports 

^ Survey of Current Business, February, 1945, p. 5, Tables 2 and 10. See also ibid., Feb- 
ruary, 1946, pp. 23-26. 

* Nor are they included in “government expenditures for goods and services,” partly 
because they are oiFsets to lend-lease. For more details, see Milton Gilbert, “U.S. Na- 
tional Income Statistics,” Economic Journal, April, 1943, p. 79. 



TABLE 27 


Net Exports of Goods and Services, United States, 1919-46 
(Kuznets and Commerce) 


(in billions of current dollars) 



Absolute Amount 

Per Cent of 

Year 

Kuznets “ 

Commerce ^ 

National 

Income 

Net National 
Product 

1919 



5 


1920 



3 


1921 

1.3 


2 



0.45 


1 


msM 

0.22 


c 


1924 

0.7 


1 


1925 

0.33 


c 


1926 

0.12 


c 


1927 

0.45 


1 


1928 

0.7 


1 


1929 

0.43 

$0.6 

c 

1 

1930 

0.6 

0.7 

1 

1 

1931 

0.15 

0.2 

c 

c 

1932 

0.05 

0.2 

c 

c 

1933 

0.12 

0.2 

c 

e 

1934 

0.35 

0.5 

1 

1 

1935 

-0.15 

0.2 

c 

c 

1936 

-0.30 

-0.1 

c 

c 

1937 

-0.10 

0.1 

c 

c 

1938 

0.8 

1.1 

1 

1.5 

1939 


0.8 


1 

1940 


1.5 


1.7 

1941 


1.2 


1.0 

1942 


d 


c 

1943 


-1.5 


-0.8 

1944 


-1.8 


-1.0 

1945 


0.4 


G 

1946 


4.9 •> 




" National Product since 1869, p. 46, Table I-ll. "Net changes in claims against foreign 
countries,” consisting of “balance on commodity and service account” plus “net currency 
movements.” 

Survey oj Current Business, May, 1942, p. 12, Table 2 (1929—38); April, 1944, p. 13, Table 
10 (1939-40); February, 1946, p. 8, Tabic 6 (1941-45). The data for 1929-45 do not in- 
clude net export of gold and silver (see Table 28 below) ; they also exclude transfer abroad 
of goods for the account of the United States armed forces, and lend-lease and reverse lend- 
lease. Data on imports and on exports of merchandise only are given for 1 939-44 in Survey 
of Current Business, February, 1 945, p. 19, Table 10. See also ibid., February, 1 946, pp. 23-26. 

■= Less than one half of 1 per cent. ^ Less than $50 million. 

® Survey of Current Business, February, 1947, p. 7, Table 1. Includes net exports and 
monetary use of gold and silver. 
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TABLE 28 

Net Exports and Monetary Use of Gold and Silver, 
United States, 1929-45 (Commerce) 


(in billions of current dollars) 


Year 

Net Export of Gold 
, and Silver ^ 

Net Change in 
Monetary Stock ® 

Net Exports and 
Monetary Use of Gold 
and Silver ^ 

1929 

$-0.1 

$-0.1 


1930 

-0.2 

0.3 


1931 

0.2 

0.0 


1932 

0.0 

0.1 


1933 

0.2 

0.2 


1934 

-1.3 

1.5 


1935 

-2.1 

2.3 


1936 

-1.2 

1.0 


1937 

-1.5 

1.9 


1938 

-1.9 

2.0 


1939 

-3.2 

3.5 

$0.2 

1940 

-4.1 

4.5 

0.3 

1941 

-0.6 

1.1 

0.2 

1942 



0.1 

1943 



c 

1944 



-0.1 

1945 



-0.1 


* Survey of Current Business, May, 1942, p. 12, Table 2 (1929—41). 

Ibid., April, 1944, p. 13,Tablcl0 (1939—40) and February, 1946, p. 8, Table 6 (1941- 
45). ' Less than 850 million. 


of gold or silver” or, alternatively, a negative entry under “net in- 
crease in money claims against non-residents.” There is no net 
change in the total national product. 

If domestically mined gold or silver is sold to the domestic govern- 
ment, the national product registers an increase, through the mone- 
tary-stock item. 

These two kinds of transactions may be consolidated in the records, 
and the net result labeled “net exports and monetary use of gold and 
silver,” and presented as one of the product components, in addition 
to the product component, “net export of goods and services.” This 
is the procedure now followed by the Department of Commerce, 
which formerly ^ stated the two items separately (Table 28). Acquisi- 

1 Survey of Current Business, May, 1942, p. 12, Table 2. 
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tion of gold by the monetary authorities is considered as foreign 
investment, 

50. Kuznets computes the change in the stocks of gold, of silver 
bullion held in mints and assay offices, and of silver coin. He then 
subtracts the net change in the gold stock that results from inter- 
national flow. The balance he lists as a sub-item, “monetary metals,” 
in the product component, “net change in inventories.” 

The net change in gold stocks resulting from international flow is 
taken into account in computing the product component, “net 
changes in claims against foreign countries.” There it serves as a 
completely offsetting item to the change in money claims that arises 
from the international movement of gold.^ 

VIII. NET CAPITAL FORMATION 

51. The net addition, during the year, to business inventories, plus 
the net increase in other business assets including all residences (not 
counting money or money claims), plus the net increase in private 
claims against non-residents, gives a total that is usually referred to 
as “private net capital formation.” And if the government’s net in- 
vestment for the year is added, usually comprising only government 
construction (§ 29), the total is commonly labeled “net capital forma- 
tion.” In those series that do not count depreciation on owner-occu- 
pied houses or government assets included in investment in the year 
of construction, the total is not as “net” as it should be. But in prin- 
ciple the total shows how much of the nation’s current output went 
into creating means of further production for later years rather than 
into goods and services that were used up during the year. It is the 
amount of saving out of the year’s income (see Chapter 8) . 

Table 29, utilizing Kuznets’ latest data, shows the amount of net 
capital formation in the United States for 1919-38. For each of the 
years 1919-33, it is practically the same as in Kuznets’ earlier pub- 
lished estimates, but for each of the succeeding years (except 1935) 
it is much lower 

The Department of Commerce data, as already noted (§§34, 38), 
are not adequate for a table of net capital formation, chiefly because 
they contain no depreciation item for owner-occupied houses and do 
not include in capital formation any part of government expenditure. 
But for purposes of rough comparison, it seems advisable to use the 

^ Kuznets, Kalional Product since 1S69, p. 47. 

® Cf. Kuznets’ National Income and Its Composition !> 269, Table 37, and his National 
Product since 1869, p. 54. 



TABLE 29 


Net Capital Formation and Its Components, United States, 
1919-38 (Kuznets) 


{in billions of current dollars) 


Year 

Net Public 
Construc- 
tion 

Net Private 
Residential 
Con- 
struction 

Net Pri- 
vate Non- 
Residential 

Construc- 
tion ond 

Producers' 

Durable 

Equipment 

Net 

Change in 
Inventories 

Net 

Change In 
Claims 
Against 
Non-Resi- 
dents 

Net Capital 
Formation 

Absolute 
Amount ^ 

Per Cent 
of National 
Income 

1919 

Mwm 

0 

1 

$2.1 

$4.0 

$3.2 

$10.2 

15.9 

1920 


-0.9 

2.1 

7.3 

2.3 

11.2 

15.1 

1921 

0.8 

0 

0.9 

0.15 

1.3 

3.1 

5.2 

1922 

1.0 

1.2 

1.3 

0.6 

0,45 

4.5 

7.4 

1923 

0.7 

1.8 

3.0 

3.1 

0.22 

8.7 

12.1 

1924 

1.0 

2.4 

2.7 

-0.9 

0.7 

5.9 

8.2 

1925 

1.2 

2.7 

3.5 

1.8 

0.33 

9.5 

12.5 

1926 

1.2 

2.6 

4.0 

1.6 

0.12 

9.4 

11.5 

1927 

1.5 

2.2 

3.6 

0.45 

0.45 

8.2 

12.0 

1928 

1.8 

1.7 

3.8 

— 0.34 

0.7 

7.7 

9.4 

1929 

1.7 

1.2 

4.7 

2.4 

0.43 

10.5 

12.0 

1930 

2.1 

-0.5 

2.7 

-1.1 

0.6 

3.8 

5.0 

1931 

1.9 

-0.5 

-0.1 

-1.3 

0.15 

d 

e 

1932 

1.1 

-1.1 

-2.1 

-2.4 

0.05 

-4.4 

- 10.3 

1933 

0.5 

-1.3 

-1.9 

-1.1 

0.12 

-3.7 

-8.8 



-1.2 

-1.3 

-1.7 

0.35 

-3.2 

-6.5 



-0.9 

-0.4 

1.3 

-0.15 

0.4 

0.7 

1936 

1.3 

c 

c 

2.5 


KB 

5.9 


0.9 

c 

c 

2.5 


KK 

6.5 

1938 1 

0.9 

c 

c 

-0.27 


HK 

0.9 


“ All data except the next to the last column are from preceding tables. ' 

National Product since 1869, p. 54, Table 1—17. Discrepancies between this and the 
sum of the preceding columns reflect the evening-olT of amounts. 

Not available. 

^ Less than ®50 million. 

® Less than one half of 1 per cent. 
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imperfectly net figure derivable from the Commerce Department 
data, rather than go without any idea at all of the relative size of the 
components of net capital formation, despite the warning of the De- 
partment officials to the contrary. Kuznets supplies truly net esti- 
mates of capital formation and its components, since he utilizes 
Fabricant’s estimates of depreciation on ovmer-occupied housing and 
on the government assets that he includes in investment. Table 30 
presents the estimates of (roughly) net capital formation derived from 
the Commerce Department data. 

52. If the totals in Tables 29 and 30 are compared with the totals 
of national income (Kuznets) in Table 6 or of net national product 
(Commerce) in Table 18, it will be seen that by far the greater part 
of the national income is in the form of goods and services going to 
consumers or government instead of net capital formation. Indeed, 
for three years in the depressed nineteen-thirties Kuznets’ estimates 
show a net decline in capital formation; the nation as a whole was 
using up some of its capital for current consumption and government 
services, because of the great falling-oflf in production. The Com- 
merce Department data, too, indicate negative net capital formation 
for at least two of those years. 

The most unstable element in net capital formation appears to be 
the net change in inventories. In absolute change from year to year 
it reaches amounts not approached by the other items — for instance, 
$7.3 billion during 1920, and — $2.4 billion in 1932 (Kuznets) — - 
even after placing each year’s increase on a current-price basis 
(.Chapter 5, §§ 39-44). 

53. For analysis of fluctuations in business activity, gross rather 
than net capital formation is sometimes needed. It is the gross con- 
struction, for example, rather than the net construction that indicates 
the current volume of employment in the building trades. A business 
concern’s decision to buy a new machine causes the same amount of 
activity whether the machine is a replacement or a net addition to 
the firm’s assets. Tables of gross capital formation can be constructed 
from the preceding tables, in the same manner as Tables 29 and 30, 
using gross instead of net for public construction, private residential 
construction, and private non-residential construction and producers’ 
durable equipment.^ For change in inventories and change in claims 

^ For economy of space, tables of gross capital formation are not reproduced here (but 
see Tables 22, 24, and 25). For Kuznets’ totab of gross capital formation, see National 
Product since 1869, p. 50, Table 1-13, and his comments on pp. 15-17. 



TABLE 30 

Approximate Net Capital Formation, United States, 1 929-46 (Commerce) 



“ X*ess than ^500 million in absolute amount. ^ Apparent discrepancies are due to rounding of figures, c 2^iot available. 

^ Not including gross public construction. ® L,«s than one half of 1 per cent. 
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against non-residents, the same net figures as those in Tables 29 and 
30 are used in the prevailing concept of gross capital formation; the 
data for these elements in capital formation are, therefore, not quite 
so useful for studying fluctuations in activity as are the data for the 
others (§§ 62, 65). 


IX. GROSS NATIONAL PRODUCT i 

54. If to the Commerce Department estimate of net national 
product (§ 20) there arc added back (a) the depreciation and deple- 
tion subtracted in reaching that figure, and (d) two minor items, the 
result is an estimate of the Department concept of “gross national 
product.” The two minor items added to net national product are: 
capital outlays charged to current expense (§ 69) and “allocations by 
insurance companies or self-insurers to reserves against claim pay- 
ments for fire or other damage to business property.” ^ The chief 
distinctions are between (1) national income, reached by Commerce 
and Kuznets by subtracting both depreciation and business taxes; 
(2) net national product, reached by the Department by subtracting 
depreciation but not business taxes; and (3) gross national product, 
reached by Commerce and Kuznets by not subtracting either depre- 
ciation or business taxes. 

The non-deduction of depreciation and depletion alters the follow- 
ing items. Under the factor-payment approach, profits are increased, 
being now gross profits before depreciation or depletion. Under the 
product approach, the increase occurs m construction and producers’ 
durable equipment, both now being on a gross basis. The other 
product components are unchanged; consumer purchases, govern- 
ment purchases (Commerce series), net increase in inventories, and 
net exports. In the new Commerce series, depletion will not be 
deducted in computing net national product, hence it will not have 
to be added back in computing gross national product. 

55. The concept of gross national product, although developed 
earlier by Kuznets, was widely used for the first time during World 
War II in the annual statements on national income by the Com- 

1 Cf. J. M. Keynes, “The Concept of National Income: A Supplementary Note,” Eco- 
nomic Journal, March, 1940, pp. 60-65; Simon Kuznets, National Income — A Summary of 
Findings, pp. 117-21, “Why Gross National Product?” and Jerome Rothenberg, discussion, 
Studies in Income and Wealth, X, pp. 1—77 — 1—78 (mimeograph). 

® Edward F. Denison, “Report on Tripartite Discussions of National Income Measure- 
ment,” Studies in Income and Wealth, X, pp. I— 5, 1-7, 1-12 (mimeograph). 
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merce Department. War expenditures for goods and services pro- 
duced during the year (or coming out of inventories, or imported) 
could not conveniently be expressed as a percentage of national 
income under the Commerce concept. The amounts paid by the 
government to contractors and others went to cover not only factor 
payments, but also indirect taxes payable by those contractors and 
others. The national income total includes only factor payments. 
Hence, expenditure for war goods would be more than 100 per cent 
of that part of national income created in producing those goods j 
and the public would wonder how the war goods could have been 
produced. By adding indirect taxes to national income a net national 
product total (Commerce terminology) could be obtained, and an 
expenditure for war goods that were made during the period in 
question could be expressed as a percentage of the net national 
product without running over 100 per cent. 

But even this adjustment would not remove all possibility for puz- 
zlement in the minds of the consumers of the statistics. Suppose an 
expenditure for war goods was reflected, not in productive activity 
during the same period, but in the wearing-down of a building or 
equipment; munitions can be produced — at least in part — by 
wearing out assets that have been produced in a previous time period. 
Thus, a war expenditure might be accompanied by a net national 
product (to say nothing of a national income) of zero, or at least less 
than the war expenditure, and the public would be at a loss to know 
“out of’ what, in real terms, the war expenditure came. 

The solution adopted was to count, in the total product of which 
war goods formed a percentage, any product obtained by depreciat- 
iug any structures or equipment. Thus, war goods costing $100 made 
possible, in real terms, by a wearing-out of an asset to the extent of 
$40 and wage earners’ efforts of $60 could be said to come out of a 
(gross) product of $100 — a statement which might seem less con- 
fusing than the assertion that $100 worth of war goods came out of 
a net product of $60. The gross product was computed as $100 of 
government expenditures, or, under the factor-payment approach, 
$40 of profits before depreciation and $60 of wages.^ 

^ The statements in this paragraph ai’e inferences from, rather than a paraphrase of, the 
Commerce Department explanation of its procedure. Cf. Milton Gilbert, “Measuring 
National Income as Affected by the War,” Jotirnal of the American Statistical Association, 
June, 1942, pp. 186—98, and “War Expenditures and National I’roduction,” Survey of Cur- 
rent Business, March, 1942, pp. 9-16; and Milton Gilbert and R. B. Bangs, “Preliminary 
Estimates of Gross National Product, 1929-41,” ibid., May, 1942, pp. 9-13. 
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This solution was not a complete one, however. Gross national 
product includes only a net figure for inventory change. If war goods 
worth $100 were produced by drawing down inventory by $40 and 
wage earners’ work of $60, the $100 worth of war goods would have 
to be said to come “out of” $60 gross national product ($100 govern- 
ment expenditures minus $40 net decline in inventory). A similar 
qualification applies with respect to changes in claims on non-residents. 
However, it may be argued that the gross national-product total 
provided a little less perplexity for the unsophisticated user of national 
income statistics than the net national-product or national-income 
totals, provided he was just sophisticated enough to realize that it 
did not tell the whole story. 

But the widespread use of the gross national-product total has been 
defended by some reasons that lack validity (§§ 63-67). 

56. One reason given for ignoring depreciation and depletion is 
the difficulty of estimating the amount.^ This difficulty has two 
aspects: inadequate coverage, and the questionable value for eco- 
nomic analysis of the depreciation and depletion estimates that are 
available (Chapter 5, §§ 30, 31). 

The data compiled by the Department of Commerce on deprecia- 
tion do not match in coverage the data on gross investment (§§34, 39) . 
The amounts as estimated imder prevailing accounting methods, 
even after correction by the national income estimators for changes in 
the price level, are only the roughest sort of approximation to the 
economic realities. The physical decrease in a machine during a 
year of use is not the same kind of observable, countable decrease 
that occurs in an inventory of bushels of wheat, for example, as the 
wheat is used up in the production of flour. Consequently, so the 
argument runs, the estimate of economic decrease, the loss measured 
in money terms, is less dependable for machines and other durable 
goods than for inventoried goods. 

Straight-line depreciation (Chapter 5, § 30) is by far the most 
common type of depreciation accounting in the United States. The 
cost of the asset when new, less estimated salvage value, is divided 
by the estimated number of years of life, and the quotient is used 
each year as the depreciation charge. No doubt this charge almost 

^ Milton Gilbert and George Jaszi, “National Product and Income Statistics as an 
Aid in Economic Problems,” Readings in the Theory of Income Distribution, William Fcllner 
and Bernard F. Haley, eds., p. 47 (reprinted from Dun’s Remew, February, 1944). 
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always overstates or understates actual decline in market value for 
any given year, or decline in value in some other sense. But complete 
disregard of depreciation, as in gross national-product computation, 
does not necessarily give a more nearly accurate estimate of true net 
output for any one year, and it certainly overstates net output over 
a period of years. 

An estimate of gross national product is no doubt “less influenced 
by tlie diverse judgments of the several estimators” ^ than is net 
national product, since the determination of depreciation and deple- 
tion is largely a matter of individual judgment. In general, any 
gross concept will be estimated with less divergence by various esti- 
mators, since each deduction to arrive at a less gross figure offers an 
additional opportunity for differences of opinion to arise. However, 
the question remains, whether an estimate of gross national product, 
no matter how close to accuracy, helps to answer any important 
questions. 

57. A more substantial argument for ignoring depreciation and 
depletion charges arises from the fact that a structure or machine may 
deteriorate very little in its physical operating aspects, even though its 
value has declined because it has come one year closer to the end of 
its life. In contrast, if a stock of raw materials or other inventoried 
goods is found to have declined in value during the year, and if price 
levels have not changed, it is almost certain that the inventory is 
smaller physically. It cannot do the same job next year in keeping 
production moving that its predecessor did this year. 

On the other hand, if a machine does reach the end of its useful 
life during the year, an entire new machine, not just a part of a 
machine, must be obtained if production is to go on at an unchanged 
rate. At the start of a year, a machine that cost $10,000 nine years 
ago has depreciated over the years to a value of $1000. Twelve months 
later, just as the year ends, it reaches the end of its life. Ten thousand 
dollars must be spent at onee to replace it if production is to continue 
the next year at the same level. In contrast, if an inventory of wheat, 
worth $1000 on January 1, is all used up by the end of the year, only 
$1000 need be spent at once to replace it to allow production to start 
the new year as it started the old year. 

58. From these physical facts there can be deduced two economic 
consequences of particular interest to students of national income 
and btxsiness fluctuations. 

* M. A. Copeland, “Concepts of National Income,” Studies in Income and Wealth, I, 21. 
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One consequence is that if a burst of production is required over a 
short period of time, as in war, an estimate that disregards deprecia- 
tion and depletion comes nearer to showing what can be turned out. 
In contrast, the inventory item should still remain on or close to a 
net basis, since it is unlikely that inventories can be decreased appreci- 
ably without impairing the economy’s ability to turn out war goods 
or consumer goods. The inventory “pipe lines” from producer to 
consumer must always contain a substantial amount. 

The reproduction cost, new, of the buildings and machinery that 
reach the end of their useful life during the year might indeed be 
greater than the amount charged off for depreciation. In that case, 
disregard of the depreciation charge-off would not give a closer esti- 
mate of total consumer goods and war goods that could be turned 
out during the year. However, the “useful-life” concept is stretched 
during a period of emergency. In such a period it is unlikely that 
the reproduction cost, new, of buildings and machinery discarded 
would exceed the depreciation charged. 

Although the gross national product is, therefore, usually closer to 
the maviTnnm possible short-term output than is national income (or 
the “net national product” of the Commerce Department), it stiU 
fall s short of that maximum by a considerable distance, for three 
reasons. 

First, the amount of goods and services produced in the short 
period can be increased by postponing maintenance and repair work, 
thus releasing manpower and materials for direct production. The 
difference between gross national product, as ordinarily defined,^ 
anri national income does not include any amount reflecting mainte- 
nance and repair work. Hence, the gross national product figure 
gives no clue to the amount of maintenance and repair that was 
carried on during the year, to say nothing of the amount that could 
have been postponed. 

Second, deliveries to consumers and government can be increased 
by some drawing-down of inventories. 

Third, the supply of the final products desired can be increased by 
working the machines and other fixed capital harder, wearing them 
out faster, t han the normal figure for depreciation would indicate. 
But gross national product, as usually computed, is national income 

1 See, however, one of the variant definitions suggested in Kuznets, CommodiVf Flow and 
Capital Formation, pp. 7-8. 
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with merely the normal depreciation charges added back. This is 
true at least for capital assets that were purchased with normal times 
in view. Whatever the limit, it is not revealed by the customary 
depreciation charge. 

59 . The second economic consequence alluded to in § 58 is the 
fact that, even apart from the possibility of drawing on inventories, 
only a loose relation exists between the rate of consumer purchases 
and the concurrent rate of construction of the buildings and machines 
that make such purchases possible. Or, if the relation is not loose or 
erratic, at least it is not a dollar-for-dollar relation over short periods. 
Consequently, there may be a change in rate of consumer purchases 
without a corresponding change in the volume of employment in the 
building and machinery trades. And the volume of employment 
there may fluctuate without any apparent connection with the current 
volume of consumer purchases, or change in such purchases, or change 
in rate of change (acceleration principle) . For students of the business 
cycle it is therefore of special importance to have data on gross capital 
formation. But it is not evident that these facts are also reasons for 
computing gross national product. The latter is a composite of gross 
capital formation and volume of consumer purchases and government 
purchases. 

60 . These considerations have provoked a discussion of two further 
questions concerning the use of the gross national-product total. 

First, is gross national product a better measure of employment 
than national income (or net national product)? Second, is it a better 
measure of money flows within the economy? In answering these 
questions, an elementary digression in terms of a simple hypothetical 
case may be helpful for the beginning student of national income. 
The purpose of the digression is to fix firmly in mind the contrast 
between a gross change in depreciable assets and a possible concept 
of gross change in inventoriable assets, and to review the comparison 
between gross and net in depreciable assets. 

61 . Suppose that the entire economy consists of two business firms, 
A and B. 

Business firm A starts the year with $10,000 in cash, no inventory, 
no fixed capital. During the year it hires labor to start construction 
of a machine that will cost $10,000 when finished. Only $1000 has 
been spent on the machine when the year ends. (Materials cost is 
zero, to simplify the illustration.) Firm A sells nothing during the 
year. 
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Firm B starts the year with a machine that is carried on its books 

at $10,000, the cost of production. In the course of the year firm B 
charges $1000 depreciation on this machine while using it in rendering 
services sold to consumers for $1000. Firm B has no other costs. 

The national income accounts are: 


I. Firm A: Sales 

$0 

Depreciation charge 

0 

Other expenses 

0 (The $1000 outlay 


on wages is capi- 
talized.) 

Profit 

0 

Firm B: Sales 

1000 

Depreciation charge 

1000 

Other expenses 

0 

Profit 

0 

II. Wages 

$1000 

Profit 

0 

National income 

$1000 

Expenditure for consumption 

1000 

Saving 

$0 

III. Investment, by A 

$1000 

Disinvestment, by B 

1000 

Net investment 

$0 

IV. Gross national product 


Computed by ascertaining consumer pur- 
chases ($1000), net increase in business 
inventories (zero), and gross production 
of durable business assets ($1000) 

$2000 

Computed by adding back depreciation 
($1000) to national income ($1000) 

2000 

At the start of the year, firm A has $10,000 

in cash and no machine; 

at the end, $9000 cash and $1000 worth of machine. Firm B has at 
the respective dates $10,000 book value of machine and no cash, 
and $9000 book value of machine and $1000 cash. 
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If fir ms A and B merge just as the year begins, the accounts for the 
single firm AB for the year show: 

Sales $1000 

Depreciation charge 1000 

Other expenses 0 (The $1000 outlay 

Profit 0 on wages is capi- 

talized) 

Firm AB has invested $1000 and disinvested $1000, a net invest- 
ment of zero. The disinvestment element is represented by the 
depreciation charge of $1000. The national income (wages) is $1000. 
Gross national product is therefore $2000. All the totals are the 
same as before the merger. 

But if the merged firm AB counterbalances the wear-and-tear of 
the utilized machine, not by building a part of a new machine, but 
by repairing the old one as it tends to wear out, there is a change in 
the gross national product. No depreciation charge is recorded, for 
the depreciation is prevented by the repairs. The repairing is 
usually not considered to enhance the value of any of the assets. The 
outlay for repairs is therefore not capitalized. Actually, of course, 
the asset is worth more than if the repairs had not been made, and 
this implication for the balance sheet is realized by setting the deprecia- 
tion allowance at a lower level than if no such repairs had been 
contemplated. Consequently, firm AB’s accounts now read: 

Sales $1,000 

Depreciation charge 0 

Maintenance and repairs 1,000 (This outlay on wages is 

Profit 0 now not capitalized) 

Firm AB has invested nothing and disinvested nothing. No durable 
business assets have been produced, and the depreciation charge is 
zero. National income is $1000 (wages), and gross national product 
also is $1000. 

When a new machine is being constructed while an old one is 
wearing out, the new-machine element in the situation is of course 
physically distinguishable, physically separate in space, from what is 
left of the old machine. But when the wearing-out is being counter- 
balanced by adding new parts to the old machine — perhaps lubri- 
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eating it more carefully, and so on — the new-machine element in 
the situation is physically almost indistinguishable from the old- 
machine element. This distinction in physical appearance conse- 
quently plays a decisive rdle in determining the size of gross na- 
tional product. But it has no effect on the amount of national 
income. 

As long as firms A and B, in the same line of business, are not 
merged, it is impossible to use the maintenance-repairs technique to 
counteract the wear-and-tear; finn A is not going to spend money 
maintaining B’s machine. The wear-and-tear on B’s machine can 
be counterbalanced by A only through investment. The issue arises, 
of course, only because one firm is contracting (B) while the other is 
expanding (A). Firm AB would be neither contracting nor expand- 
ing. In general, if an industry is characterized by a number of com- 
peting firms, not all expanding at a like rate (or not all contracting 
at a like rate), the gross national product may be somewhat larger 
than if the industry contained fewer and bigger firms showing a 
smaller average deviation from the mean value of the industry’s 
expansion or contraction. More briefly, and loosely, horizontal 
merger tends to reduce gross national product if national income 
remains unchanged. 

62 . A firm can wear out its assets in production by drawing down 
its inventory instead of wearing out its equipment. However, if the 
example of the two firms in § 61 is cast in terms of inventory, the gross 
national product is smaller. 

Firm A starts the year with $10,000 cash, pays out $1000 in wages 
on the production of goods that go into inventory, and sells nothing. 
Firm B starts with $10,000 in inventory, sells off $1000 of it to con- 
sumers at no profit, and has no outlays of any kind: 


Firm A: Sales 

$0 

Change in inventory 

-f 1000 

Wages 

1000 

Other expenses 

0 

Profit 

0 

Firm B: Sales 

1000 

Change in inventory 

-1000 

Other expenses 

0 

Profit 

0 
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II. Wages 

$1000 

Profits 

0 

National income 

$1000 

Expenditure for consumption 

1000 

Saving 

$0 

III. Investment, by A 

$1000 

Disinvestment, by B 

1000 

Net investment 

$0 


IV. Gross national product 

Computed by ascertaining consumer 
purchases ($1000) net increase in 
business inventories (zero), and gross 
production of durable business assets 
(zero) $1000 

Computed by adding back deprecia- 
tion to national income (“deprecia- 
tion” is zero) 1000 

If the firms are merged into a single firm, AB, the national income 
data remain unchanged. Here, as with the maintenance-and-repair 
case in § 61 , the renovating element in the situation merges physically 
with the old element, or at least is likely to do so. As the flour mill’s 
inventory of wheat is drawn upon, other wheat is poured into the 
bins to replace it and becomes merged indistinguishably with the old 
wheat. Not all inventory is like this, however. A firm that is in 
the process of changing its line of product — a common enough opera- 
tion in many industries — will be cleaning out an inventory of articles 
that are clearly distinguishable from the articles coming into in- 
ventory. There is a close antilogy here to the firm that is allowing 
one machine to wear out while buying or building another. The gross- 
national-product definition, however, does not recognize this analogy. 

Whatever the nature of the inventory experience of the firm AJB 
durrng the year, it can be duplicated by the two separate firms A 
and B. In this respect the inventory problem diflFers from that of the 
fixed asset, where an increase in the number of firms makes it more 
difficult to counterbalance the wear-and-tear by maintenance rather 
than by new-machine construction. 

If assets that are inventoried were treated in gross-national-product 
computations just as are assets that are depreciated, a vast amount 
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of new computations would be required for most of which the data 
are not available. The examples in § 61 oversimplify the recording 
of inventory. In a more typical case, a manufacturing firm, for ex- 
ample, spends $600 in January creating inventory that it sells out in 
February, $600 more in February creating inventory that it sells out 
in March, and so on. The computation of the gross production of 
inventoriable goods by this firm during the year would involve ascer- 
taining and adding each of these $600 items. Generally speaking, all 
inventoried purchases or own products of every firm during the year 
would have to be compiled, with no deduction for sales from inventory 
to consumers or the government. Sales from inventory to other busi- 
ness firms would, however, be deducted to reach the gross total. In 
this sense the gross inventory total would not be completely gross. 
This method of computation would simply follow the precedent set 
in computing gross national product with respect to depreciable assets. 
Sales of such assets (machinery, and so on) from one business firm to 
another are not counted as a net addition to gross national product if 
the amount spent in constructing these assets was included in gross 
nationarproduct at the time of production. 

The computation of such a gross inventory figure is not practicable 
at the present time (waiving the question of its usefulness) because 
of the difficulty or impossibility of obtaining most of the data. 

63 . To return to the first of the two questions posed in § 60: 
Is gross national product a better measure of employment than 
national, income (or net national product)? In other words, does the 
yolume of employment depend upon gross national product rather 
than national income? Or can thef volume of employment fluctuate 
while gross national product remains unchanged (assuming stable 
prices)? 

A hypothetical illustration will demonstrate that employment can 
fluctuate while gross national product remains unchanged. At the 
start of the year, durable capital assets amount to $10 (cost, new, 
as produced just before the start of the year). Durable capital assets 
of $20 are created during the year. Purchases by consumers are $10. 
Inventory on hand at the start of the year is $10; at the end of the 


year, also $10. The gross national product is: 

Purchases by consumers $10 

Net change in inventory 0 

Durable capital assets produced during the year 20 
Gross national product $30 
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If the net change in inventory represents no gross change either, 
so that the inventory is not touched during the year, employment 
must have been given to the extent of $20 in wages (assuming no 
other factors at work, and no matei'ials cost). The purchases by 
consumers are then met by wearing down the durable capital assets 
by $10. Consequently, of the $20 of durable capital assets created 
during the year, $10 must be for replacement. The amount of dur- 
able capital assets on hand at the end of the year is only $20. The 
gross national product can be computed from the factor-payment 


side as follows: 

Wage income $20 

Profits: 

Gross receipts 10 

Depreciation 10 

Net profits 0 

[capitalized wage 
outlays = 201 

National income 20 

Add back depreciation 10 

Gross national product $30 


But employment is given to the extent of $30, not $20, if the net 
change of zero in inventory represents a gross change of $10; that is, 
if the inventory on hand at the start of the year is sold to consumers 
for $10, and workers are employed to build up the inventory to $10 
once more. In this case (total purchases by consumers remaining at 
$10), there is no wearing-down of the durable capital assets, and the 
amount of such assets on hand at the end of the year is $30 instead of 
$20. But the gross national product is still $30, and can be computed 
from the factor-payment side as follows: 

Wage income $30 

Profits: 

Gross receipts 10 

Wages to rebuild inventory 10 
Net profit 0 

[capitalized wage 
outlays = 20] 

National income 30 

Add back depreciation 0 

Gross national product $30 
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The point may be made in a simpler, if less realistic, example by 
assuming that a capital asset, say a machine, worth $100 is created 
for concern X {a) merely by wearing down a machine belonging to 
firm Y to the extent of $100, no factor activity at all being involved; 
or alternatively {b) merely by utilizing labor of $100, materials cost 
being zero aitd no depreciation occurring. In both cases gross 
national product is $100, but employment is zero in the first case and 
$100 worth in the second. 

In brief, the amount of employment (more generally, the amount 
of factor activity or factor time spent) represented by a given total 
of gross national product depends on the amount of depreciation in 
the year’s accounts. The recent forecasts of employment in the 
United States, for example, being in terms of gross national product, 
are comparable only if they all assume the same total of depreciation 
and depletion, which they evidently do.^ National income is, there- 
fore, a better index of activity than is gross national product. ^ Neither 
one, however, is designed for that purpose. They are adjusted by 
an index of product prices for any comparison of totals among years or 
in different countries. What is needed instead, if activity is measured, 
is adjustment by an index of factor prices (more precisely, if cost in 
terms of time spent is measured). And then, it has been argued above 
(Chapter 1, § 11), the totals would be called not “national income” 
but “national cost” or “national input.” 

The amount of employment associated with a given total of national 
income also depends on the amount of depreciation in the year’s 
accounts. But the dependence is quite different from that which 
links employment and gross national product. It is a dependence on 
the rules for computing depreciation, not on the presence or absence 
of depreciation as determined under a given set of rules. 

64 . The respective r61es of consumption and investment in promot- 
ing employment are commonly compared. Investmeirt in tins con- 
text is usually taken to be gross. But a part of the employment pro- 
moted by expenditure for consumption is represented again in the 
employment promoted by gross investment. What the consumer 
buys has been produced, in part, through gross investment. Only a 

1 For a comparison of ten such estimates, sec Everett Hagen, “Postwar Output in the 
United States at Full Employment,” R^iew of Econoniie Stalistics, May, 1945. 

“ For the contrary view see Simon Kuznets, J^fatioM Income — A Summary of Findings, p. 
117, and Arthur Smithies, “Forcasting Postwar Demand, I,” Economctrica, January, 1945, 
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part of the consumption expenditure causes employment apart from 
what it causes indirectly by inducing gross investment. A comparison 
of investment and consumption as employment stimulatox's may, 
therefore, be misleading if investment is in gross terms. 

65. To develop fully the principle that lies behind the use of the 
gross figure for durable-goods production as an index of stimulus to 
employment, this gross figure should be added to gross production 
of goods that go into inventories (in the sense given in § 62), expensed 
outlays that create employment, and purchases, by consumers, gov- 
ermnent, and non-residents, of services that are rendered to them 
directly by the producers (§2). The result would be national 
income subdivided by the events that give rise directly and immedi- 
ately to employment. Then the second stage of the problem, its 
economic analysis phase rather than its national income phase, could 
be approached with the familiar question; What are the time gaps, 
the leads and lags, between employment and the expenditures of con- 
sumers and government by which it is induced? Expenditures which 
represent direct purchases of services as soon as they are performed 
would not be included in this part of the study, since there is no time 
gap there. 

66 . To return to the second of the two questions posed in § 60, a 
gross national product total does represent more of the money flows 
in the economy than a national income total appears to do. There 
are, however, no readily apparent limits to the aim of representing 
more of the money flows, short of including all of them, which gross 
national product, of course, does not do. 

Moreover, gross national product may change while the money 
flow remains unchanged. A capital asset, say a machine, worth $100 
is created for concern X (a) merely by wearing down a machine be- 
longing to firm Y to the extent of $100; or alternatively {b) merely by 
drawing down the inventory of firm Y by $100. No factor activity is 
assumed in either case, for simplicity in illustration, although the con- 
clusion will be the same if $100 of wages is paid in both cases. The 
money flow is the same in both cases, $100 from X to Y (or $200, if 
labor is employed). But the gross national product is $100 in the 
first case and zero in the second. In general,' the ratio of gross national 
product to the volume of napney transactions will tend to be low, the 
larger the relative part played by inventory change, or net change 
in claims on non-residents, in gross national product compared with 
that of the other elements, which are on a gross basis. 
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Ratios of circular velocity of money based on a gross national 
product total rather than on a national income total (income velocity) 
may therefore not be strictly comparable from one period to another. 

67. It may be asked whether the gross national product total gives 
a better view than the national income total of the pools of money 
that are available for lending to the government, or (in a manner ex- 
plained in Chapter 8, § 10) that permit the govermnent to engage 
in deficit financing from the banks without immediate inflationary 
pressure on prices. In the hypothetical illustration in § 61, the na- 
tional income is only SIOOO, and saving is zero. Since saving is zero, 
it might be inferred that the government has no increased opportunity 
to borrow as a result of the year’s transactions. But this conclusion 
would overlook a fact that, to a limited extent, is indicated by the 
existence of a gross national product larger than the national income: 
namely, that there has been an internal shifting around of the year- 
begimiing stock of money. Firm A held all the money ($10,000), 
except a certain amount held by consumers, at tlte start of the year; 
at the end, firm B held a part of it ($1000) and firm A the rest ($9000). 
If firm B is the more ready to lend, or the more apt to hoard than to 
spend, the prospective borrower finds his path smoothed. The proba- 
bility may be more evident if the only transaction during the year is 
a wearing-out of a firm’s fixed assets that makes possible a sales volume 
of an equal amount to a consumer. There is no national income, but 
there is a gross national product. The amount of money in the 
economy has not increased, but it is held by a business firm rather 
than an individual. And the business firm may be more willing to 
lend. 

But the argument cuts both ways. Perhaps the business firm will 
be less willing to lend. Perhaps firm B is more inclined than firm A 
to spend rather than to hoard. Altogether, about the only message 
on money flows conveyed by the excess of gross national product over 
national income is that there has been a shifting of money funds within 
the economy greater than the national income figure itself might 
indicate. 

In other words, the gross saving of the business world (the $1000 
held by firm B at the end of the year) is larger than the net saving, 
but this fact does not indicate that the,, government can finance a 
deficit equal to the larger amount, under the identical equation to 
be considered below, “saving = investment + government deficif ’ 
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(Chapter 8, § 10). The larger saving, as computed on the gross 
basis, is needed to meet tlae larger investment, which must now be 
computed on a gross basis if the identical equation is still to hold. 

The total shifting of funds within the business world is, of course, 
still greater than the gross national product figure indicates. For 
example, some firms sell durable assets (not carried as part of their 
inventory) to other firms. These transactions are not reflected in the 
total of gross national product. Some firms draw down inventories 
while others build them up. 

68. In summary, it is not apparent that the gross national product, 
as at present computed, achieves any advantages over the net con- 
cept, national income or (Commerce Department) net national 
product, by adding back the depreciation charge, with the 'possible 
exception of avoiding some confusion in the public mind as to the 
source of current “product” (§ 55). The total for gross construction 
of durable capital assets, standing alone, can be more useful on 
occasion than the figure for net capital assets constructed, standing 
alone. But difficulty arises when the gross figure for durable capital 
assets is added to a net figure for inventory production, a net figure 
for production for export, and a total consumption-expenditure 
figure that includes part of the durable-asset total of the present or 
some other year. The resulting grand total seems too heterogeneous 
to be generally useful. 

69. Table 31 presents the national income estimates of the De- 
partment of Commerce for 1929-46, with the items that must be 
added to national income (computed from the factor-payment 
approach) to get the gross national product. 

Item 2, “revaluation of business inventories,” is an adjustment, 
plus or minus, to remove the price-fluctuation element from the data 
on inventory change. It has already been discussed in Chapter 5, 
§§39 ff. Conceptually, this adjustment is just as proper to make in 
computing national income as in computing gross national product. 

Item 3, “capital outlays charged to current expense,” represents 
“an estimated portion of the outlay for producers’ durable equipment 
not covered by depreciation allowances.” ^ Purchase of small tools 
is an example. The business firms’ accounts show no depreciation for 
these small tools, and so on, smee they have been expensed (Chapter 2, § 
6) upon purchase; hence the national income would be overstated if the 

1 Survey of Current Business, May, 1942, pp. 12-13, 



National Income, Net National Product, and Gross National Product, United States, 1 929-46 (Commerce) 

(in billions of current dollars} 
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purchase of the tools was not charged off as an expensed But for com- 
puting gross national product, tire failure to record any depreciation 
does not make the purchase of small tools and similar equipment an 
unacceptable constituent. In principle, the accounts should be ad- 
justed by (a) adding to each year’s total national income the value of 
tools, and so on (1) produced in that year, or, with respect to tools that 
have been so included, (2) taken out of the toolmaker’s inventory 
after sale to the user that year; (i) deducting depreciation on the 
tools each year in the computation of national income or net national 
product but (6') not deducting any depreciation in the computation 
of gross national product. In computiirg gross national product the 
Department of Commerce takes the necessary steps (a and i'); for 
national income it omits (a) and (^), thus getting a correct total over 
a span of years, with some change in national income as among year’s. 

Item 4, “income credited to other business reserves,” relates to 
reserves for bad debts (§ 24). 

Item 6, “total business taxes,” will be examined in detail in Chap- 
ter 7. 

For 1919-38, Table 32 presents a Kuznets series of gross national 
product, which differs from the Commerce series conceptually in 
excluding all government purchases except (a) for construction and 
(3) to an amount equal to personal taxes (this amount is recorded as 
a part of consumer outlay). It also includes gross imputed rental 
on owner-occupied dwellings, whereas the Commerce series includes 
only from a third to a fourth of such rental by counting interest and 
repairs and not counting residential taxes, depreciation, and net 
imputed rent. The Commerce and Kuznets series for the overlapping 
years 1929-38 are, therefore, not comparable. 

Table 32 also shows capital consumption and national income. 

In Table 31 a sub-total (line 7) is given of the items up to, but not 
including, depreciation and depletion. The discussion in §§ 5^68 
was concerned with the difference between this sub-total and the 
gross national product. The sub-total is in effect the “net national 
product” (Commerce), with the national income component adjusted 
for inventory revaluation and so on. 

70 . Gross national product (Commerce) was $13 billion to $19 
billion higher than national income during 1929-39. In the depres- 

See Milton Gilbert, "U.S. National Income Statistics,” Economic Journal, April, 1943, 
pp. 77-78. 
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TABLE 32 

Gross National Product and National Income, United States 
1919-38 (Kuznets) 


(in billions of current dollars) 



Gross National Product “• 

Capital Consumption ^ 

National Income ° 

1919 

$73.2 

$8.9 

$64.2 

1920 

84.9 

10.7 

74.2 

1921 

67.4 

8.0 

59.4 

1922 

68.4 

7.7 

60.7 

1923 

80.4 

8.8 

71.6 

1924 

80.8 

8.8 

72.1 

1925 

84.9 

8.9 

76.0 

1926 

91.1 

9.5 

81.6 

1927 

89.6 

9.5 

80.1 

1928 

91.3 

9.6 

81.7 

1929 

97.4 

10.2 

87.2 

1930 

87.1 

9.7 

77.3 

1931 

69.0 

8.7 

60.3 

1932 

50.5 

7.6 

42.9 

1933 

49.5 

7.3 

42.2 

1934 

57.4 

7.8 

49.5 

1935 

62.4 

7.9 

54.4 

1936 

71.2 

8.4 

62.9 

1937 

80.0 

9.5 

70.5 

1938 

75.1 

9.6 

65.5 


“ National Product since 1869, p. 51, Table I-ld. 

» Ibid., p. 53, Table r-16. 

’‘Ibid., p. 55, Table 1-18, and National Income and Its Composition, 1919-1938, I, 137, 
Table. 1, 


sion years, when national income was very low, gross national product 
was roughly from 30 to 40 per cent higher than national income; 
depreciation charges and business taxes did not decrease by much, 
while most of the other items fell greatly. In 1 932, depreciation and 
depletion charges were $6.2 billion, only $0.6 billion less than in 
1929. Business taxes declined from |7 billion in 1929 only to $6.1 
billion in 1932; and in 1934, still a year of greatly subnormal business 
activity, they were actually higher ($7.5 billion) than in 1929. 

In die more prosperous years of the later nineteen-thirties, gross 
national product was only some 20 to 25 per cent larger than national 
income. 
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During World War II the gross national product expanded rapidly, 
to $198 billion in 1944. However, national income expanded just as 
rapidly in proportion, so that gross national product remained about 
25 per cent larger than national income. Had it not been for the far 
more rapid rise of business taxes (proportionately), gross national 
product would have drawn closer to national income, for the depre- 
ciation-depletion charge ranged only from $7 billion to $8.2 billion. 
Business taxes, which had reached $12 billion in 1940, rose to $30 
billion in 1944, chiefly because of the introduction of the excess- 
profits tax. 

X. COMPARISON OF WAR COMPONENT IN NATIONAL PRODUCT 
WITH OTHER COMPONENTS 

71 . The product approach in the computation of national income 
makes it evident tlrat an increase in any one type of product must be 
accompanied either by a decrease in other kinds of product or an 
increase in total production. If the goods and services that govern- 
ment uses in time of war are counted as a final product, as is the cus- 
tom in current computations, the record might be expected to show 
some increase in total output, but also a decrease in non-war products, 
during the war period. 

72 . In the United States during World War II, however, the in- 
crease in war product was made possible entirely by an increase in 
total output. Private net capital formation and government non-war 
expenditures did, to be sure, decline somewhat. But this release of 
resources for the war effort was more than counterbalanced by a rise 
in consumer expenditures on civilian goods and services. Even if 
the data are deflated to dollars of constant purchasing power, it ap- 
pears that consumer expenditures increased during the war. 

The fact that the war could be fought and privately used product 
could be increased at the same time was in part a reflection of the 
large volume of unemployment that existed just before the war. 

Grdat Britain, on the other hand, had to force a decrease in con- 
sumer expenditures to release the manpower and capital equipment 
needed to produce war goods and services. Consumer expenditures 
in real terms dropped by some 20 per cent. Net capital formation 
and net increase in claims on foreigners also declined, even in money 
terms, and both were negative quantities during the later war years. 
The British data are presented in Chapter 11, §§ 3-5, after a 
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discussion of the definitions used by the British national income 
analysts. 

The Commerce Department estimates of government purchase and 
government production of war goods and services in the United States 
represent the amount actually spent, inclusive of any taxes hidden in 
the purchase price. Consequently, the war-expenditures total is 
not comparable with the Commerce Department national income 
total, which is computed after deducting all business taxes. Such a 
comparison could be made only if the war-expenditures total were 
adjusted to remove the amount of business taxes shifted to the gov- 
ernment. An adjustment has been made for the United States data 
for a short period early in the war, but not for later periods.^ The 
British White Paper estimates make such an adjustment for total 
government expenditures (Chapter 11, § 3) and so are able to 
compare the adjusted government expenditures with national in- 
come. 

The actual, unadjusted government expenditures could properly 
be compared with the Department of Commerce net national product, 
which is national income plus business taxes. However, the Depart- 
ment has preferred to compare them with gross national product, 
for the reason explained in § 55. The difference in percentage is not 
great, since recorded depreciation was relatively small during the 
war. 

The definition of war goods and services follows the usual division 
between civilian and military life. “For instance, military use of 
consumption goods is considered part of war expenditures while 
consumption by workers in armament plants is not. Again, a capital 
asset purchased by private industry is not included in war output 
even though it may be devoted entirely to the production of arma- 
ments. . . .” ® Moreover, some of the durable armaments listed under 
war expenditure may in post-war years prove to be of some use in 
the civilian economy. Neither the Department of Commerce nor 
the British White Paper includes any part of war expenditure under 
capital formation. Kuznets has experimented with various concepts 
wherein war expenditure is treated as capital formation.® 

Milton Gilbert and Robert Bangs, “National Income and the War Effort — First 
Half of 1942,” Survey of Current Business, Aug., 1942, pp. 13, 15 (note to Table 1). 

2 Milton Gilbert and George Jaszi, “National Income and National Product in 1942,” 
Survey of Current Business, March, 1943, p. 11, 

3 Motional Product in Wartime, part I. 
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TABLE 33 

War Expenditures and Other Components of Gross National 
Product, United States, 1 939-46 (Commerce) ^ 


(in billions of Current dollors) 



1939 

1940 

1941 

1942 

1943 

1944 

1945 

1946 

War expenditures for goods 
and services 

1 

3 

13 

50 

81 

84 

69 

16 

Non-war government expend- 
itures for goods and serv- 
ices, federal, state, and 
local 

15 

14 

13 

12 

12 

13 

14 

18 

Private construction and pro- 
ducers duroble equipment 

9 

11 

14 

8 

5 

6 

9 

21 

Net change in business Inven- 
tories 

1 

2 

4 

0 

- 1 

-2 

-1 

6 

Net exports of goods and 
services and net exports 
and monetary use of gold 
and silver 

1 

2 

1 

0 

-2 

-2 

0 

5 

Consumers expenditures 

42 

66 

75 

82 

91 

98 

106 

127 

Gross nottonal product 

89 

97 

120 

152 

187 

198 

199 . 

194 

War expenditures as per cent 
of gross national product 

2 

3 

1 1 

32 

43 

43 

35 

8 


“ Survey of Current Business, April, 1944, p. 13, Table 10 (1939-40), and February, 1946, 
p. 8, Table 6 (1941-44); February, 1947, p. 7, Table 1. 


Table 33 shows the components of gross national product for 1939- 
46. The data are in current prices. The Commerce Department has 
also compared 1941 with 1942 in terms of constant-value (1939) dol- 
lars, and has estimated that an increase of $33 billion in war expendi- 
tures was accompanied by an increase in production of $21 billion, 
a decrease in private gross capital formation of $10.5 billion, and two 
other minor decreases: $0.9 biUion government non-war expenditures 
and $0.4 billion expenditures for consumer goods and services.^ ^ 

XI. ADJUSTING FOR CHANGES IN PRICE LEVELS 
A. Comparing Periods of Peace and War 

73. A comparison of national income totals from year to year or 


1 Gilbert and Jaszi, loc. cit., p. 15. 

’ Mary S, Painter has estimated the gross national product and its major components, 
using the Commerce concepts, for 1919-28, in “Estimates of Gross National Product, 1919- 
1928,” Federal Reserve Bulletin, September, 1945, pp. 872—73. 
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place to place requires the use of an index number of product prices, 
as noted in Chapter 1, § 4. 

Had national income analysts tried to find the most difficult period 
in the history of the United Stales for making the annual data com- 
parable, they could scarcely have done better than select the years 
1919-45. This period embraces the boom of the late nineteen- twen- 
ties, perhaps the worst depression the country has ever experienced, 
a partial recoveiy, and World War II. For such a period it may be 
doubted that the national income totals or the components will ever 
be adjusted satisfactorily to eliminate the influence of price changes. 
Similar remarks apply to the data for Great Britain and other coun- 
tries. 

Adjustment by an index of product prices has been attempted in 
the United States by Kuznets and by the Commerce Department for 
national income and gross national product, and (by Kuznets) for 
each of the components of the gross national product: consumer out- 
lay, and so on.^ The latest British White Paper does not go beyond 
adjusting the data on consumer expenditures. 

74 . The adjustment for changes in product prices must, of course, 
be made under the product approach, not from the factor-payment 
side. And the adjustment cannot be made by using merely one index 
of prices, the Bureau of Labor Statistics cost-of-living index, for 
example. At the least, the three major categories of final product 
require each its own price index: consumer goods and services pur- 
chased, net increase in real assets of business firms, and purchases of 
goods and services by government. If gross national product is being 
adjusted, the second index must be applicable to the combination of 
net inventory changes and gross purchases (or construction by user) 
of durable producer goods. 

For example, when the Commerce Department deflated the gross 
national product for 1939-44, some of the constituent items were 
deemed to have undergone no rise in price at all during that time. 
These were: (a) among government expenditure for goods and serv- 
ices the amounts spent on mmiitions, government non-war payrolls, 
work-relief wages, interest, and agricultural benefits; (fi) net exports 
of goods and services and net exports and monetary use of gold and 
silver. This considerable amount of non-deflated product explains 
why the price index for gross national product that is implied in the 

^ National Product since 1869, part I. 
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Commerce Department computations rose by much less than the 
cost-of-living index.^ 

75 . All the familiar problems of principle in price-index construc- 
tion are encountered here. For example, shall the relative quantities 
of commodities used in the base-period be taken as weights (fixed- 
weighted or Laspeyre formula), or those in the current year (variable- 
weighted or Paasche formula), or shall the two indexes be averaged 
(Fisher’s “ideal” formula, a geometric average)? What is to be done 
with services, where there is no transfer of a quantity that is measur- 
able except in terms of factor activity? How are adjustments to 
be made for changes in quality of a tangible product or service? 
What of benefits that in one country are given as free goods by 
nature, but that in another must be produced by man’s efifort (heat, 
in the tropics and in the temperate zone)? How is the index to be 
affected by the disappearance of some commodities and the appear- 
ance of new ones? 

The last question, especially, has given rise to involved discussions 
over the possibility of comparing the national income during 1 940-45 
with that of the pre-war years. A large part of the wartime product 
consisted of things never made before — atomic bombs, radar, proxim- 
ity fuses, and so on — or so changed in quality if not in name as to be 
scarcely comparable with the pre-war product — ■ tanks, flame-throw- 
ers, battleships, for example. 

76 . The basic problem may be illustrated by a simple hypothetical 
example. In a pre-war period the nation produces 100 physical units 
of consumer goods with 100 man-years of labor. In the war years it 
diverts 50 man-years to the production of radar sets, and produces 
just one half the former physical volume of consumer goods. Dur ing 
each year of the war one radar set requires two man-years of work. 
For one man-year of work, 12000 is paid. The price of one unit of 
consumer goods consequently remains unchanged at $2000. The 
price of one radar set, nonexistent before the war, remains unchanged 
at $4000 throughout the war. • Under these conditions, the national 
income analyst will be inclined to conclude that there has been no 
change in product prices, and that the $200,000 national income of 
the war years is comparable, without adjustment, with the $200,000 
national income of peacetime. 

77 . Let the terms of the illustration be altered: The workers are 
much less adaptable in changing from the production of simple con- 

1 Cf. the criticism advanced in Frederick G. Mills, Prices in a War Economy, October, 1943. 
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sumer goods to the production of complex radar sets than the preced- 
ing illustration suggested. The country in question is chiefly agricul- 
tural, its industry largely handicraft. The fifty man-years yield only 
five radar sets each year of the war. The national income analyst 
would be just as likely in this case as in the other to conclude that the 
war-period product was the same as the pre-war product in real terms; 
the chief test he uses, the fact that the price of munitions does not 
change from one war year to another, is still met. 

78 . It must be concluded that even in principle there is no way 
of comparing the real volume of final products in a war period and a 
period of peace. At least this is the conclusion when final product is 
defined to include munitions and government product other than 
consumer goods and services. If the view suggested in the present 
volume (Chapter 7, § 52) is taken, the issue disappears. Munitions 
and the services of the armed forces would in that view be treated 
as intermediate products. In terms of the two illustrations above, 
national income as a measure of material welfare would decline by 
one half (from $200,000 in peace to $100,000 in wartime) in both 
cases. 

79 . Comparison between nations during war is, of course, possible 
in principle, so far as they are making the same things. If the war- 
time national incomes of the two countries above (§§76 and 77) were 
compared, it would be evident that the national income, including 
war output as a final product, of the less efficient country would be 
three fifths as much as that of the more efficient country if the prices 
were weighted by the quantities turned out in the less efficient country, 
or one third as much if the weights were the quantities turned out in 
the more efficient country.^ 

80 . If the government interest payments are included in national 
product, the great growth of this item in wartime gives importance to 
the index-number problem for that item. None of the national income 
analysts have deflated by changes in the structure of government 

^ Let pQ and qo be the prices and quantities in the more efficient country and pi and qi 
be those in the other country. The second formula is 

S/'o^o 

which gives 3 in this case, and the first formula is 

^P^i 


which gives 1.667. 
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interest rates, perhaps because this would be analogous to deflating 
generally by factor prices (hourly wage rates, for example) instead of 
by product prices. 

81. The Department of Commerce, deflating its gross national- 
product total, concludes that the real increase over the period 1 939- 
44 inclusive was “more than three quarters.” In terms of current 
dollars the increase was 124 per cent (from $88.6 billion to $198.7 
billion). Consequently, the Commerce Department conclusion im- 
plies an average price rise of a little more than 25 per cent. The rise 
in price of consumer goods and services is estiznated at one third. 
Prices of munitions are assumed to have been constant.^ The inevita- 
ble uncertainty implied in these deflation techniques is reflected by 
the fact that the Commerce Department has not published a table 
of deflated gross national product since April, 1944, reproduced here 
as Table 34. 

To lessen the uncertainty, the Department is currently engaged in 
computing price indexes for each of the components of its gross 
national product: consumer expenditures for new commodities, con- 
sumer expenditures for services, construction, business expenditures 

TABLE 34 

Gross National Product in Current and 1939 Dollarsy United 
States, 1 939—43 (Commerce) ^ 


(in billions of dollars) 



Gross National Product 

Implicit 

Year 

Current 

Dollars 

1939 

Dollars 

Price 

Index 

1939 

88.6 

88.6 

100 

1940 

97.1 

96.0 

101 

1941 

119.6 

112.3 

106 

1942 

152.1 

132.6 

115 

1943 

186.5 

L— 

155.3 

120 


Survey of Current Business, April, 1944, Table 1, p. 6. 


1 Survey of Current Business, February, 1945, pp. 2, 3. See also the table of munitions 
production, same issue, p. 24. 
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for capital equipment, and government purchases of goods and 
services.^ 

For national income, the Department has computed a deflated 
series, in terms of 1939 dollars. This series, with Kuznets’ national 
income series in terms of 1929 dollars, is given in Table 7 (Chapter 5, 
§ 2 ). 

B. International Comparisons 

82 . International comparisons of national income require the use 
of some exchange rate, to convert the different monetary units — 
dollar, pound sterling, franc, etc. — to a common basis. This ini- 
tial adjustment does not necessarily obviate a further adjustment by 
a price index. For example, it may be found that tire rental price 
of an identical dwelling is $40 a month in the United States and 
£15 in Great Britain, while the exchange rate is $4 to the pound 
sterling. The value of the British product in United States money is 
£15 X $4 = $60, but it cannot be concluded that this British product 
is 50 per cent larger than the $40 United States product; indeed, it 
is stipulated that the two products are identical. Evidently, the price 
level of this kind of dwelling accommodation is 50 per cent higher in 
Great Britain than in the United States. The £15, after being trans- 
lated into dollars, must be deflated by a 1 50 per cent price index. 

So large a difference in price is unlikely to exist with respect to 
commodities that flow in international trade, although tariffs, trans- 
portation costs, and other impediments create differences that are 
not negligible. 

In many, if not all, countries involved in international compari- 
sons the greater part of the national income is made up of goods and 
services tliat are not readily transportable and therefore may sell at 
prices that are seen to be substantially different in the two countries 
after application of the exchange rate. The construction of inter- 
national price indexes to cover these cases has not yet reached an 
advanced stage. Moreover, some products used extensively in the one 
country are almost unknown in the other; the problem is analogous 
to comparing output in wartime with output in peacetime. Conse- 
quently, it appears that few if any international comparisons of total 

^ Indexes for the first and fourth items have been published in Henry Shavell, “Price 
Deflators for Consumer Commodities and Capital Equipment, 1929-42,” Surveji of Current 
Business, May, 1943. 
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national income have attained even rough accuracy. For this reason, 
among otliers, the present voltime docs not attempt to present such 
comparisons (Chapter 11, § 9).^ 

83. But the most baffling aspect of international comparisons of 
national income as a partial indicator of material welfare is the fact 
that so many consumer satisfactions that in one country have to be 
produced by man’s effort and patience are in another country given 
by nature as free goods. Warmth is free in the tropics, but must to 
some degree be produced by man in the temperate zones. On the 
other hand, freedom from certain enervating diseases is costly to 
obtain in the tropics, but free of charge in the temperate zones. 

In the present undeveloped state of analysis of this subject, no more 
can be said of it here. Perhaps it will prove feasible to construct 
product-price indexes in which either or both the numerator and 
denominator are constructed from series that include some zero-price 
items. 

84. An international factor-price index, for constructing an index 
of “national cost” (Chapter 1, § 9), would probably be easier to 
compute than a product index, since by definition an hour of work is 
the same anywhere in terms of activity measured as time spent, which 
the factor-price index would purport to indicate. 

C. Dividing Lines Between Ambiguous and Unambiguous Answers 

85. Strictly speaking, deflation by a product-price index cannot 
in practice reveal whether there has been a change in material welfare 
in one nation from one period to another, nor can it reveal whether 
a difference exists among nations. The requirements that must be 
met are too severe.^ 

In period 1, a consumer buys 10 units of article A at $10 a unit, 
and 10 units of article B at the same price, thus spending $200 alto- 
gether. In period 2, article A has risen to $12 and B has fallen to $9, 
and the consumer now buys 9 units of A and 11^ of B, spending 
$208. He saves or dissaves nothing, so his income is likewise $200 
and $208 in the two periods. Is he better off in the second period? 
Perhaps his wants have changed; in terms of economic theory, his 

1 See Colin Clark, “Construction of International Price Indexes for Purposes of Real 
Income Comparisons,” Conference on Research in Income and Wealth, November, 1945 
(mimeograph). 

“ This discussion is based largely on J. R, Hicks, “The Valuation of the Social Income,” 
Eeonomioa, May, 1940, pp. 105--24. 
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demand schedules or indifference curves may have shifted position to 
an unknown degree. In that case it cannot be said whether his 
welfare is greater, less, or unchanged. 

86. Even if the consumer’s wants are assumed unchanged, the 
answer may not be self-evident if the prices of some things have 
increased by a greater percentage than his income has increased, and 
the prices of other things have increased by a smaller percentage, or 
have decreased. The consumer purchases one assortment of goods in 
the first period, and another assortment in the second. If it can be 
ascertained which assortment he prefers, it becomes evident in which 
period he is better off. His preference can be ascertained if in one 
of the two periods (but not in both) he has an opportunity to buy 
either assortment. The assortment he does buy is evidently the one 
he prefers. But the prices and his income may in fact change in a 
pattern that allows him no opportunity to choose between the two 
assortments, in either period. This is so in the present example. The 
two assortments are; 10 of A and 10 of B; and 9 of A and ll-l- of B. 
In period 1, when A and B each cost $10 a unit, and the consumer 
had $200 income, he could, and did, buy the first assortment, but he 
did not have enough income to buy the second (this would have 
taken $90 -t- $111-|- = $201-|r). In period 2, when A cost $12 andB, $9, 
and the consumer had $208 income, he could, and did, buy the 
second assortment, but he did not have enough income to buy the 
first (this would have taken $120 -h $90 = $210). 

If the period-2 data are varied so that the consumer buys 9 of A 
(at $12) and 12 of B (at $9) and has an mcome of $216, he is clearly 
better off m period 2, since he is now able to choose between the two 
patterns of consumption, and decides to discard the pattern he fol- 
lowed in period 1 . 

Similarly, if the period-2 data are purchases, 9 of A and 11 of B, 
tmd an income of $207, the consumer is clearly worse off in period 2. 
He could have purchased this assortment in period 1 with his $200 
income (at period-1 prices), but he chose not to do so. 

87. The conclusions in § 86 have been extended to a group of 
consumers. For example, consumers as a whole may be able, in 
period 2, to buy, at period-2 prices, the quantities purchased in 
period 1, while in fact they buy different quantities. One possible 
pattern is that everyone is better off, in this sense, in period 2 than 
in period 1. To be sure, some consumers may not actually be in this 
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position. But if any are in fact worse off in period 2 than in period 1, 
others must be correspondingly still better oflf in period 2 than in 
period 1 . It would then be possible, by taking from the latter persons 
and giving to the former, to achieve a pattern in which everyone 
would be better off in period 2 than in period 1 . No matter whether 
such a redistribution is in fact made, it has been argued that the 
economist may describe the second situation as one that represents 
an increase in economic welfare.^ 

The considerations noted in this section and §§85 and 86 indicate 
that differences of a few percentage points in deflated national income 
totals may be presumed to carry no clear meaning. Larger changes 
may still be taken as evidence of some change in material welfare, at 
least if they cover only a short period of time for a given country. 

88 . In terms of index numbers, if E is the index number of money 
expenditure at the second date, using the first as base {^piqi/hp^q^ , 
the completely unambiguous increase in welfare occurs if this index 
number is no less than the Laspeyre price index and is greater than 
the Paasche price index. A completely unambiguous decrease in 
welfare occurs if E is no greater than P and is less than L. If E is less 
than the Laspeyre index but greater than the Paasche index, the 
situation is ambiguous. If E is greater than the Laspeyre index but 
less than the Paasche index, “something has gone wrong with the 
assumptions.” ^ 

These conclusions may be stated in terms of the opportunity to 
choose between two patterns of consumption (§ 86). The first con- 
clusion is here restated, as an iUusP'ation. In period 1 the consumer 
spends all his income for one pattern of consumption, or market 
basket of goods; in period 2, he spends all of a different amount of 
money income on another market basket. In period 2, the cost of 
buying the period-1 market basket must have risen by no more than 
his income, if he has had an opportunity, in period 2, to choose 
between the two market baskets. And the cost of the period-2 market 

_ 1 In Kelt’s words, “the real income of society is higher in Situation IT than in Situa- 
tion I, if it is impossible to make everyone as well off as he is in Situation II by any redis- 
tribution of the actual quantities acquired in Situation 1,” Loc. cit., p. 111. See also 
N. Kaldor, “Welfare Propositions in Economics,” Economic Journal, September, 1939, and 
cf. T. de Scitovszky, “A Note on Welfare Propositions in Economics,” Review oj Economic 
Studies, November, 1941. 

“ Particularly, the assumption of unchanged wants. Cf. Hicks, loc. cit., p. 112. In 
terms of the discussion in § 86, the consumer has an opportunity to choose between the 
two market baskets in both periods. 
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basket must have risen by less than his income; otherwise, having 
been unable to purchase it in period 1, he could not have purchased 
it in period 2. Thus the conditions needed to insure a choice between 
market baskets in the second period, which in turn is the criterion of 
an unambiguous increase in welfare, require that the price index 
weighted by the base-period quantities (L) be no gi'eater than the 
expenditure index, and that the index weighted by current-period 
quantities be less than the expenditure index. 

89. Similar questions may be asked about the community’s pro- 
duction in two periods. A different combination of goods is produced 
in the second period — more of tome goods, less of others — and unit 
costs of production have changed by different percentages, or even 
in different directions. Has the amount of product increased or de- 
creased? If the community could produce in period 2, under cost 
conditions of period 2, the combination of goods it did produce in 
pei'iod 1, and have some factors of production to spare, it must be 
considered to be producing more in period 2 than it did in period 1. 
If it could have produced, in period 1, under cost conditions of period 
1, the combination of goods it did produce in period 2 and have had 
some factors to spare, it must be producing less in period 2 than it did 
in period 1. If both statements hold, or if neither does, no definite 
answer can be given. 

90. If competition were perfect, and certain other conditions were 
met, the productivity index and the welfare index would give the 
same answer. Under imperfect competition, on the other hand, it 
appears impossible to define productivity in unambiguous tenns.^ 

The welfare index, strictly speaking, is applicable only for measur- 
ing consumption, without allowance for saving or dissaving. Under 
the definition of income used in the present analysis (Chapter 1, § 13), 
the welfare index can be employed only under some assumptions 
concerning a valuation imputed to consumers with respect to capital 
goods.® 

In view of these considerations, it appears that the distinction 
between a welfare index and a productivity index will not prove use- 
ful unless (a) the welfare index is restricted to measuring consmnp- 
tion, regardless of concurrent increase or decrease in the economy’s 
capital goods and claims on non-residents, or (6) some theoretical 
construct for productivity is achieved that is applicable to a situation 
^ Hicks, loc. cil., pp. 121-22. p. 123. 
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characterized by imperfect competition and varying marginal cost, 
a result that does not at the moment seem likely. 

These remarks apply only to the private enterprise sector; the dis- 
tinetion between the two indexes based on the presence of shifted 
taxes is discussed in Chapter 7, § 25. 

In any event, it is necessary to distinguish between the produc- 
tivity index idea and the concept of an input index. Hicks’s produc- 
tivity index is not an input index, for he deflates by product prices 
(unit costs), not by factor prices (Chapter 1, §§ 9-11).’- 

XII. ESTIMATING DEGREE OF ERROR BY COMPARING RESULTS UNDER 
THE TWO APPROACHES ^ 

91. Some indication of the. degree of error in national income esti- 
mates is afforded by comparing the results under the factor-payment 
approach with those under the product approach. The totals may 
differ because inconsistent or incomplete definitions of national income 
have been adopted. They may also differ because the data for the 
two series — factor payments and final products — are obtained from 
different sources. 

For any single item in national income there are at most two 
sources, ultimately — the records of the buyer and the records of 
the seller. With respect to a particular item the product approach to 
a national income total may utilize the records of one of the parties 
to the transaction, while the factor-payment approach is using the 
records of the other party. For example, a study of doctors’ services 
to consumers might be made by asking consumers how much they 
spent on such services, and by asking doctors how much service they 
sold to consumers. The first set of data might be used in compiling 
an estimate of national net product; the second, for an estimate of 
factor payments. 

Sometimes, as another illustration below will indicate, the product 
approach utilizes statements made by the recipient of the money, 
not the spender; and the factor-payment approach may utilize the 
statement of a purchaser. 

92. If the two series could use statements from different sides with 

^ Ibid,^ p, 120, footnote. 

* See Harold Barger, Onilay and Irnome in the United States, 1921-1938, p. xv and chaps. Ill 
and VI; Kuznets, National Income and Its Composition, 1919-1938, II, chap. 12; Richard Stone. 
J. E. Meade, and D. G. Champernowne, "The Precision of National Income Estimates,” 
Review of Economic Studies, Summer, 1942. 
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respect to every item, equality of the two national income totals would 
be a strong indication of accuracy. 

However, some components of national income represent, not 
transactions, but mere estimates of alteration in value. Depreciation 
is the most common example. In the case of depreciation, there arc 
no buyer and seller from whom two independent estimates can be 
obtained. Under the factor-payment approach, profit is computed 
by subtracting from gross receipts all expenses, including depreciation 
as estimated by the business firm. Under the product approach, net 
capital formation in plant and equipment is computed by subtracting 
from purchases and construction for own account the amount of de- 
preciation, the same figure used under the other approach. Imputed 
gross rental of home-owners is another item that must be common 
to both series. Complete statistical separation under the two ap- 
proaches can never be achieved. 

93 . The chance for discrepancy docs not arise solely because the 
amount of a transaction may be recorded differently by the buyer and 
the seller. It may arise because of a difference in statement, explicit 
or inferred, with respect to the nature of the purchaser. For example, 
a manufacturer of packaged foods reports to the Census of Manufactures 
bis total output of a certain amount. The national income estimator 
infers that, because of the nature of the product, all of it eventually 
reaches ultimate consumers and can safely be included in computing 
consumer purchases, after appropriate wholesale and retail mark-ups 
and allowance for wholesale and retail inventory changes. In fact, 
however, some of the packaged food is purchased and used up by a 
business firm. In computing that firm’s profits, the cost of the food is 
deducted. The food (at manufacturer’s value) is thus excluded in 
computing national income through factor payments, but included 
in the computation from the product approach. For some commodi- 
ties (coal, for example) and some services (laundering, for example) 
the national income estimator must guess at what fraction of the 
total output reported by the producer goes to business firms to be 
used up by them in the course of business, and what percentage goes 
to ultimate consumers (directly, or through wholesale and retail 
firms). Barger has shown that one quarter of the estimated total con- 
sumers’ outlay in the United States in 1929 was derived by such an 
allocating procedure.^ 

^ Harold Barger, op. cit., p. 71. 



228 


NATIONAL INCOME AS NET PRODUCT 


94. As the example of the packaged foods shows, not all the items 
used in computing the product total are records of amounts spent, 
supplied by purchasers. The indirect method of estimating consumer 
expenditures (§ 23) is based on records of output furnished by the 
sellers (manufacturers). And some of the items used in computing 
the factor-payment totals represent, not specific amounts received 
and reported by a seller, but rather the amounts he spends. The 
business firm that purchases packaged foods for its own use in com- 
puting its profit subtracts the amount so spent. The national income 
total under the product approach is too high because the seller re- 
ported his gross receipts too high (more precisely, the national income 
estimator drew an erroneous inference with respect to receipts com- 
ing from certain sources). .The national income total under the 
factor-payment approach is correct — in this hypothetical case — ■ 
because the business firm reported correctly the amount it spent for 
goods used in the conduct of the business. 

95 . Similarly, a piece of equipment sold by a producer to a business 
firm may be recorded by the national income estimator who is scan- 
ning the Census of Manufactures data as a final product, on the supposi- 
tion that the buyer will capitalize the outlay, considering himself 
investing in the equipment, while in fact, in his statement of profit for 
the year, the purchaser writes off the entire outlay as an expense. 

Over the lifetime of the equipment, however, there will be no dis- 
crepancy; the same total will be subtracted in computing profits, in 
either case. 

96 . The sources for a component of national income may be differ- 
ent in the sense that two or more reporting agencies have drawn upon 
the records of a group of sellers (or buyers) : for example, the Treasury 
Department and the Interstate Commerce Commission regarding 
railroads. Agreement of the results is some indication of accuracy, 
but of much less significance than agreement between two totals, 
the one based on buyers’, the other on sellers’, records. 

97 . The national income total of factor payments is built up by 
adding direct estimates that are made industry by industry. For a 
few industries for which no direct estimates of wages and salaries could 
be made, a “controlling total” was devised by Kuznets (Chapter 9, 
§ 9). For other factor payments no such controlling total was 
available. In any case, the chance for error through omission is 
appreciable. 
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98 . Kuznets and two of his collaborators who were most familiar 
with the source material each made, independently, an estimate of 
the degree of error contained in each of 520 components of the na- 
tional income for every year, 1919-35. The 520 components con- 
sisted of the thirteen types of income (amount of income and number 
employed or engaged were shown) for each of the forty indusUy 
groups. Direct estimates were also made for certain totals: the sum 
of the absolute errors in the components would overstate the error in 
the total, since some of the errors tended to cancel each other. The 
error estimated was not a precise mathematical conception, but 
rather “the probable maximum error” — that is, “tire maximum error 
to which the estimate was likely to be subject.” ^ Each estimate was 
placed in an error class (0 to 10 per cent, with 7.5 per cent as the 
central value; 1 1 to 20 per cent; 21 to 40 per cent; and 41 per cent 
and over, with 60 per cent as the central value) . The central value 
of a class became the “error margin” of the estimate falling in that 
class. After the three estimators had made their estimates, they con- 
sulted certain over-all comparisons that had been made with national 
income totals derived in other studies, and certain tests of interpola- 
tion and extrapolation procedure. As a result, they agreed to raise 
by 50 per cent all the margins of error that each of the three had esti- 
mated. For each component of the national income for each year, a 
geometric mean of the three estimators’ error margins was computed. 

With respect to income totals, as distinct from the number em- 
ployed or engaged, a margin of error well below 1 5 per cent was esti- 
mated for the basic branches of manufacturing and several public 
utilities. Error margins from about 15 to 25 per cent were found in 
agriculture, mining, manufactured gas, pipe lines, trade, banking, 
insurance, and government. Higher margins of error were estimated 
for construction, water transportation, real estate, direct service in- 
dustries, and “miscellaneous.” 

For the national income total, Kuznets concludes that “it is reason- 
able to infer that for the estimates of national income and number 
employed and engaged, the average margin of error is not much 
above 10 per cent, and perhaps somewhat less.” ^ The error margin 
is less for the period 1929-35 than for 1919-28.® 

Kuznets, op, cit., II, 503. ® Ibid., II, S28. 

® For a criticism of Kuznets’ methods of estimating errors, see Richard Stone, “Two 
Studies on Income and Expenditure in the United States,” Economic Journal, April, 1943, 
pp. 68-69. Stone says: “The general conclusion of tliis chapter is that the ‘probable maxi- 
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99 . Opinions differ on whether the error in the estimate of United 
States national income is smaller in the total reached under the factor- 
payment approach or in that computed under the final-product 
approach. Kuznets remains tentatively of the opinion that “greater 
accuracy combined with adequately comprehensive coverage still 
lies with national income totals based on the flow of payments 
and of undistributed net gains,” ^ while Warburton is inclined to 
believe that there is no demonstrated difference between the degrees 
of accuracy except perhaps a slight indication that the product total 
is closer to the truth.* 

mum percentage errors’ of the final totals may be put at about 20 per cent, and this percent- 
age will apply roughly to differences between years.” [Italics mine.] Stone comments on 
Barger’s estimates of error in idem, pp. 71—74. 

National Product since 1860, p. 9. . ^ Letter to the present writer. 
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1. INTRODUCTION 

1 . When the government is taken into consideration, new problems 
arise in national income computation. If the national income is to 
be computed as the sum of payments for the factors of production, 
should each payment be counted before or after deducting taxes 
payable by the one who supplies the factor? Does it make any 
difference whether the tax is shifted? Does it make any difference 
what the tax revenues are spent for? 

When national income is computed from the product side, should 
the sum total of products include the services distributed free of charge 
by the government? Does it make any difference whether some of 
the services merely facilitate private production (technical advice 
supplied to farmers, for instance) instead of being of direct use to 
consumers? What of the large amount of government services that 
are neither for consumers nor for business firms directly, like national 
defense and general flood control? Does it make any difference if 
these services are financed by borrowing? 

In view of whatever answers are given to these questions, how is 
the government’s share in the total national income to be computed? 
May all tax payments be added and their total expressed as a per- 
centage of national income? 

If the amount of national income produced in each industry is 
being computed, or if individuals are being distributed according to 
the size of their incomes, what are tire implications of stating the 
income before deducting taxes paid and after deducting them? 

Finally, methods of taxation differ m the total flow of money they 
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require to accomplish the same real task. The choice of methods 
may have to be made in the light of monetary conditions, if a dis- 
turbance of the general level of prices is to be avoided. 

Two ways of taking account of the government sector may be 
distinguished, and each of them has certain advantages and dis- 
advantages. 

Under one approach, no distinction is made between different 
types of tax; all are treated together, and, in computing national 
income from the factor-payment side, either all taxes or no taxes at 
all are deducted in arriving at the total of profits, wages, interest, and 
rent. If no taxes are deducted, it will be found that some other 
deductions must be made from the total thus obtained, if an over- 
statement of national income is to be avoided, chiefly a deduction 
equal to that part of the government product that is only an inter- 
mediate, not a final, product. If all taxes are deducted, some addi- 
tions must be made to the resulting total, to avoid an understatement, 
chiefly the addition of an amount equal to that part of the govern- 
ment product that is a final product. With these adjustments, and 
apart from changes in the government debt or in the government’s 
cash balance, the before-all-taxes technique and the after-all-taxes 
teclinique give the same results, when the totals are further adjusted, 
as they always must be for year-to-year or place-to-place comparisons, 
by an index of product prices. 

Under the other approach, a distinction is made between (a) taxes 
that are paid by business firms and, being in general shifted forward 
to purchasers, are not considered to come out of any particular factor 
payment, but are simply regarded as extra costs of doing business, 
and (b) all other taxes, which must be paid out of the factor pay- 
ments, or from accumulated personal funds. The former, called 
“business taxes” by the Department of Commerce and “indirect 
taxes” by the British White Paper, are deducted from the concern’s 
gross receipts before computing factor payments. The latter, “per- 
sonal” or “direct” taxes, are not subtracted in computing factor 
payments. This approach, like the other, is capable of giving national 
income or product totals for year-to-year or place-to-place compari- 
sons, provided the product-price index is adjusted to conform with it. 
However, the conclusion reached in the present analysis is that this 
method, like the other one, requires an estimate of the amount of 
government services, that lower the cost of doing private business, if 
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the product-price index is to be correctly adjusted. This point need 
not be emphasized, for, apart from subsidies, which are easy to dis- 
tinguish, it seems unlikely that there is enough change in the amount 
of such services to affect the totals seriously, except perhaps over a 
very long span of years. The issue is of more significance in inter- 
national compai'isons. 

The second approach requires knowledge, or at least reasonable 
assumptions, concerning what taxes are, and what are not, shifted, 
in whole or in part. The present state of knowledge in this field is 
not very satisfactory, and if the requirement can be by-passed, as it 
can in computing national income as an index of change in economic 
welfare, something is gained. But to answer certain questions about 
the nation’s resources it is essential to know whether certain taxes are 
shifted; for such questions the second approach is applicable (pro- 
vided that the facts of shifting can be ascertained) and the first is not. 
If consumer spending on luxuries is forcibly restrained in wartime to 
release labor and capital for war production, it cannot be known how 
much labor and capital will be released unless it is ascertained how 
much of the consumer’s dollar goes to pay a tax that has been shifted 
forward to him in higher prices. The curtailment of this part of his 
consumption will have no direct effect in releasing labor and capital 
for other employment. So, in general, the second approach toward 
government items in the national income accounts is more useful 
than the first when dealing with questions of change in resource 
allocation and similar break-downs of a total, just because it is more 
exacting in the knowledge it presupposes. Such questions often seem 
to be concerned with input rather than output (Chapter 1, §§ 9-11). 
It may even develop that the distinction between shifted and non- 
shifted taxes is primarily useful in answering questions that are cast 
in terms of input ( § 25) . 

This second approach is essentially the one utilized by the Depart- 
ment of Commerce in the United States and the British White Paper. 
However, it must be recalled that neither the Commerce Department 
nor the White Paper divides government product between final prod- 
uct and intermediate product. All government outlay, like all con- 
sumer outlay, is considered to be for final product. 

The analysis in the present chapter, on the other hand, is con- 
structed under the first approach, which does not distinguish between 
direct and indirect taxes, and makes no assumptions about shifting. 



234 


THE GOVERNMENT SECTOR 

This has seemed the more suitable one, or at least the more convenient, 
for an inquiry devoted so largely to the significance of the totals as 
partial indicators of economic welfare, and avoiding questions of 
relative input. 

Kuznets uses a variant of the second method, in which he does 
distinguish between government’s final product and its intermediate 
product, but the basis of the distinction is not accepted here as valid. 
Moreover, his treatment of the government as an enterprise that can 
make a profit or a loss sets his approach apart as a distinct, third, 
method for many purposes. 

In any event, the current conceptions of the things that national 
income data help to measure — material welfare, factor payments, 
consumer goods — are themselves so far from a definite , statement 
in economic analysis that there need be no sharp insistence that some 
one method of accounting for the government’s r61e, in national 
income analysis, is absolutely right and all others are wrong. The 
chief aim of the present discussion is to indicate the kind of steps that 
must be taken if errors of obvious inconsistency are to be avoided. 
In achieving this aim, it has seemed desirable at many points to ig- 
nore some important questions of actual market behavior — as where 
it is assumed that a fixed tax is shifted forward in prices — to avoid 
undue complexity in explaining the requirements imposed by the 
need for consistency. 

2 . The product dispensed by government sometimes consists of 
tangible goods, but usually of services. For brevity, it will be referred 
to here simply as services. 

Government services, like the products of private enterprise, fall 
into two groups: those that are, and those that are not, final products. 
An increase in government capital goods, like an increase in privately 
owned capital goods, may be counted as part of the final product. 

A part of the government services consists of consumer goods; and 
the question, how much of this part shall be included in the final- 
product total, may be discussed along the lines developed in Chapter 
6, §§ 5-18. The general effect of such services is to relieve consumers 
of some expenditures. Education supplied free to those who would 
otherwise pay tuition illustrates this general effect. Not all consumers 
are relieved from a corresponding amount of expense by each of the 
government’s consumer services, however. Some of the recipients of 
free education, for example, would purchase little or none of it if it 
were sold in the open market. 
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Another part of the government product consists of services to 
business. The services afford a free substitute for an expense the 
business firm would otherwise have to undergo itself. The general 
effect of such services is, therefore, a decrease in the cost of operation 
of business firms. Night-watchman service supplied free to business 
firms that would otherwise hire their own guards is an illustration. 
Again, the effect is only a general one; some of the firms would not be 
willing to purchase protection. 

There is a third group of government services that has no counter- 
part in tire private sector of the economy. They arc neither con- 
sumer goods nor services to business. The administration of justice 
and the maintenance of armed forces are two examples. The services 
in this group have no direct effect in relieving consumers or business 
fii'ms of expense. They are general-purpose services, and they are 
of a kind that can be rendered only by govermnent. 

3 . The rules of national income computation for the government 
sector must produce results consistent with whatever definition of 
“final product” is utilized. Obtaining such consistency is not so 
simple as might at first appear. A helpful working rule is that if a 
government takes over the production or dispensing of a product 
hitherto produced or handled by private enterprise and does not 
alter any of the physical, objective features of the undertaking, the 
methods of computing national income should show the same total 
real income as before. “Real income” here means the money income 
after adjustment by a price index for the two periods. This test wiU 
be found somewhat inadequate for the factor-payment “profit.” 
Moreover, it does not help with respect to the third group of govern- 
ment services, the general-purpose services that can scarcely be con- 
ceived of as privately produced. 

The usefulness of the working rule is further limited by the likeli- 
hood that the methods by which the government finances its under- 
taking will alter both the prices and amounts taken of other parts of , 
the economy’s output. For example: The government takes over a 
certain branch of education, not altering any of the physical, objective 
features of the undertaking, and finances it by a tobacco tax. The 
price of tobacco rises, the amount consumed falls; and prices and 
amounts of other commodities change also as an indirect consequence. 

It is possible, in fact almost certain, that the national income, after 
adjustment by a product-price index, will not remain unchanged. 
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though the variation may be small. Moreover, the amount by which 
the national income appears to have changed will differ, according 
to the weights used with the price index. Indeed, as an illustration 
below (§ 25) will indicate, the question whether there has been any 
change in the national income at all may be answered differently 
by the different indexes. 

These complications that arise from the changes in relative prices 
and amounts are ignored in the present chapter, aside from the 
analysis in § 25. The rules suggested are only elementary ones, de- 
signed to assure consistency in the simplest type of case, where the 
performance of a function by the government and the financing of that 
performance do not change both relative prices and relative amounts 
produced of various products. The analysis does cover cases where 
relative prices change, without change in relative amounts produced. 

Further developments in index-number theory and in productivity 
and welfare concepts are to be anticipated before a satisfactory set 
of comprehensive rules can be formulated for the instances where the 
government’s entry alters both relative prices and relative amounts 
produced. A brief comment on the distinction between productivity 
and welfare has been offered in Chapter 6, § 90, and the issue is 
further considered in § 25 below. 

11. GOVERNMENT SERVICES TO CONSUMERS 

4. To isolate the basic issues without unnecessary complications, 
they will be analyzed in terms of a very simple hypothetical economy 
of six individuals: three employers and three employees. 

At first, there is no government in this six-man economy. Firm A, 
owned and operated by individual A, employs individual A'; and so 
on, with B and B', C and G'. Each firm produces $200 worth of con- 
sumer goods, pays its employee $100, and makes $100 profit. Each 
individual, whether entrepreneur or employee, therefore, receives $100 
income. He spends it all on consumer goods, dividing his purchases 
equally between the two firms with which he is not associated. Total 
sales are, therefore, $600, wages $300, and profits $300. 

The money transfers are shown in Chart 1. They total $1200 in 
this example. The payment of profits from the concern to its owner 
is treated as a money transfer. 

5. It is now supposed that firm A and its employee A' become the 
government, continuing to render the same service or produce the 
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Firm 


Sales 200 

Profit 100 — > Consumption 100 

Wages (B') 100 — >- Consumption lOOj 


Sales 200 

Profit 1 00 — ^"Consumption 100 

Wages (C') 1 00~->“Consumptlon lOOj 


^^Flrm 

C 


Sales 200 

Profit TOO — >• Consumption TOO 

Woges fA^) TOO — Consumption 1 OOj 


Firm A 


CHART 1 

Money Flow: Private Economy, No Government 

same product as before, but distributing it free of direct charge instead 
of selling it for $200. In a physical sense the national income has 
suffered no change. In whatever way taxes or loans and the govern- 
ment expenditure are to be treated in the new accounts, they should 
allow the same total of national income to appear as before. 

6 . The combination of government expenditure and taxation may 
be called a “public finance measure.” By “public finance measure” 
is meant a combination of tax and expenditure, or tax and debt re- 
tirement, or debt retirement and decrease in government expendi- 
ture — or any other single public finance change, which always has 
two sides to it. At this point, interest is centered on a tax-expenditure 
change. 

Public finance measures may be divided into those that do, and 
those that do not, leave the amount of the real national income un- 
changed. The present analysis is confined to the foimer type of 
measure. Hence it does not consider, for example, changes in taxa- 
tion and expenditure that alter the amount of the real national income 
through affecting individuals’ willingness to work, or to assume risks, 
or through changing both relative prices and relative amounts pro- 
duced of the various goods and services. 

7. The simplest case occurs when the government produces a 
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service directly for consumers and finances it by a tax of a fixed 
amount on each person. The word “person” here includes both 
individuals and corporations; die tax may be either an individual tax, 
a business tax on unincorporated concerns, or a tax on corporations. 

A flat tax of $50 is imposed on each of B, B', G, and G'; each of 
them receives free services from the govermnent to the extent of $50 
(cost value). The government employees (A and A') are not taxed, 
in this simplified example, because they are assumed to be receiving 
no benefit from the service they render. This assumption is made 
in order to preserve the economic pattern that was postulated to exist 
before A and A' became the government and under which they did 
not consume part of their own output. The assumption is made, not 
on grounds of realism, but .merely to simplify the analysis. The 
general conclusions to be reached below would not be substantially 
affected if the terms of the problem were changed to allow the taxa- 
tion of government employees. 

A. Tax Not Shifted 1 

8 . The simplest version of this case occurs when there is no shifting 
of the tax. Tax-shifting is here defined as a tax-induced raising or 
lowering of either factor prices or product prices. Factor prices refer 
to wage rates, interest rates, profit rates, and economic rent. Wage 
rates are expressed as so much per hour or other unit of time, or, 
conceivably, so much per unit of effort exerted. They cannot, for 
present purposes, be expressed as so much per unit produced (piece 
rate). Profit rates are expressed as so much per unit of capital in- 
vested. Economic rent cannot be expressed as a rate, but must be 
taken as an absolute aggregate. 

9 . In computing national income from the factor-payment side, 
it must be decided whether the factor payments are to be counted 
before or after deducting the tax paid. 

If factor payments are counted before deducting tax, each person 
is recorded as receiving $100 income, just as before. This conclusion 
requires, of course, that the free services rendered to consumers by 
government be not counted as consumers’ income. This method of 
computation will be referred to as the “before-tax” rule. 

If factor payments are counted after deducting tax, the income of 
each person in the private sector of the economy will remain $100 
only if government services to consumers are included in individuals’ 
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incomes. B’s income, for example, is then said, to be $50 in money 
plus $50 in free government service. This method of computation will 
be referred to as the “after-tax” rule. The income of each govern- 
ment employee is still $100 in money. 

Under either rule, the national income is the same as when A and 
A' were part of the private economy. 

Under the product approach, the value of the product distributed 
by the government cannot be assumed to equal its selling price, since 
it has none. It may be valued at cost, as are additions to inventory 
and to plant and equipment of private firms. National income in this 
case is the sum of the products of private enterprise ($400) and the 
government’s product ($200). 

10. The government’s proportionate role in the economy is cor- 
rectly expressed by stating the tax revenue ($200) as a percentage 
(33-|- per cent) of the national income. It is also correctly expressed 
by stating the government’s product as a percentage of the national 
income. The government directly employs one third of the economy’s 
resources, and produces and dispenses free of charge one third of the 
total product. 

1 1 . The existence of the public finance sector produces some com- 
plications when an attempt is made to distribute individuals according 
to size of income or to distribute income produced according to the 
industry in which it originates. 

If the members of this hypothetical economy are distributed accord- 
ing to the factor payments they receive before deducting tax, the dis- 
tribution table shows them each receiving an equal share of the total 
income, just as they were before the public finance measure. The 
same result is reached by distributing the income recipients accord- 
ing to money income after tax, plus consumer services received from 
government. But to ascertain how much consumer services an in- 
dividual receives from government is so difficult that in practice no 
such computation has yet been made. Consequently, analysts of 
“income distribution” (distribution of individuals or families by size 
of income), have had to restrict their computations to money in- 
comes before deduction of taxes, ignoring the free government serv- 
ices. In the present hypothetical case, where the amount of tax each 
individual pays is postulated to be equal to the amount of govern- 
ment service he enjoys, the distribution is the same under either 
method of computation. In real life such a coincidence of tax and 
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benefit would be abnormal. Serious issues concerning the meaning 
of file prevailing data on income distribution are thereby raised (§ 27). 

12 . In an industry-by-industry tabulation, the presence of the tax 
factor makes it necessary to distinguish two meanings in which an 
industry (or a firm) can be said to share in the production of the 
national income. Of the $200 flowing into industry B from sales, in 
the present hypothetical illustration, none goes to purchase material 
or products from any other industry. Moreover, industry B receives 
no direct help from the government. By the use of its own factors of 
production it gets $200 from consumers. In the judgment of con- 
sumers, as shown by what they are willing to pay, the industry has 
produced $200 of national product (national income) . But tliis judg- 
ment is made against the background of free government services 
distributed to consumers on thd one hand and the tax demands of the 
government on the other, and can hardly help being influenced by 
them. Moreover, those who supply factors to industry B get only 
$100 for their own use, after tax. Industry B may be said to produce 
$200 of national income (with all the qualifications of the term 
“produce” noted in Chapter 5, § 28) in terms of what consumers are 
willing to pay, but only $100 of national income in terms of what the 
owners of factors get in money payment for their own use. A distri- 
bution of income produced (“value added”), industry by industry, 
must be presented in two different tables, to answer different ques- 
tions on this one subject. 

Those who supply factors to industry B do indeed receive free gov- 
ernment services of $100. But there is no necessary connection between 
the amount of effort and skill put forth by the workers and employers 
in industry B and the amount of free services they get from govern- 
ment. The free services, although a part of their real income, are not 
income for working in industry B. 

13 . The money flows are shown in Chart 2. They total $1200, just 
as before the government took over the activity from the private firm. 
This example illustrates the general rule that when the government 
takes over the rendering of a service to consumers, the total volume 
of money payments neither increases nor decreases, if the service is 
financed by a non-shifted tax. The increase in tax payments equals 
the decrease in purchases by consumers. The increase in government 
factor payments (wages) equals the decrease in private-sector factor 
payments. This conclusion is stated here only for an economy in 
which all income is spent on consumption. 
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GOVERNMENT 
CHART 2 

Money Flow: Personal Tax, Financing Service to Consumers 
(no shifting) 

B. Tax Shifted 

14. An economic struggle might be expected to develop over the 
distribution of the tax burden and the distidbution of government 
benefits. Each taxpayer would attempt to pass on the tax to someone 
else, either by selling his product or his services at a higher price, or 
by getting his consumption goods or his investment goods at a lower 
price. Each recipient of a free government service would fear attempts 
by others to obtain a share in this economic advantage indirectly, by 
forcing him to accept lower selling prices or pay higher purchase prices. 

After such tax-shifting and transfer of advantage from government 
benefits, each person might be in the SEime relative economic position 
as before tlie public finance measure, receiving the same percentage 
share of the national income. A public finance measure that, either 
directly or with the aid of shifting or transfer of benefit, leaves each 
person with the same percentage share in the national income that he 
had before the measure may be described as “neutral.” This term is 
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not intended here to convey any value judgments, any connotations of 
“better” or “worse.” ^ 

If the tax is unevenly laid compared with the distribution of the 
government service, some tax-shifting or else some loss of advantage by 
the particular persons receiving the government service must occur if 
the measure is to be neutral. This case is discussed in §§ 26-27. 

But even if every person pays precisely as much in tax as he receives 
in services (as in the illustration in § 7), it is possible to have shifting 
of the tax without losing neutrality. This can occur, however, only if 
the shifting is “formal,” not real. An illustration is a 50 per cent 
income tax, shifted forward to the extent of causing a 100 per cent 
increase in all product prices (and, as a result, all factor prices also). 
Another illustration is a 50 per cent income tax shifted backward so 
that all factor prices decrease by one third (and all product prices 
also) . Such shifting may be called “formal shifting” ; everyone’s share 
in die national income is the same as it would have been if no shifting 
had occurred. Thus, the term “formal shifting” indicates that, al- 
though the shifting does change factor prices and product prices (as 
it must, by definition) from a situation where the public finance meas- 
ure would be directly neutral, the result is still neutrality. Formal 
shifting is probably of little practical importance; the case in § 7 as 
it would appear, in terms of an income tax, under the two types of 
formal shifting, is described in Appendix A. 

15 . Real shifting of a tax may be contrasted with formal shifting. 
Real shifting is characterized by a change in at least one person’s 
share in the national income from what it is under no shifting. This, 
of course, implies that the shares of at least two persons change, pro- 
vided that the shifting process itself does not change the total of the 
national income. 

Although the present analysis does not attempt to explore the 
limits to tax shifting, it wiU be convenient to use a concept of “com- 
plete shifting” by any given taxpayer, defined as shifting that leaves 
the taxpayer with the same amount of real intome that he would 
have received if he had been exempt from the tax, the government 
raising the same amount by non-shifted taxes elsewhere. If the total 
national income remains unchanged, the shifting is complete if the 

^ A neutral measure is to be distinguished from, although it is in some respe^ analogous 
to, the concept of a neutral system, as developed by F. G. Benham and llbor Barna. 
See Tibor Barna, Redistribution of Incomes through Public Finance in 1937, pp. 
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taxpayer’s proportionate share in the national income is the same as 
it would have been had he been exempt. Under complete forward 
shifting, therefore, the taxpayer gains through an increase in the 
price of what he sells as much as he pays in tax. Under complete 
backward shifting he gains tlirough a decline in the prices of the 
things he buys as much as he pays in tax. “Fractional shifting” 
denotes an increase in the taxpayer’s real income (from what it would 
have been under no shifting) short of what it would be under com- 
plete shifting. 

If the one to whom the taxpayer shifts the tax in turn obtains relief 
through an increase in his factor prices or a decline in the prices of 
the things he buys, there may be constructed analogous concepts of 
complete and fractional shifting of the results of the tax, or, for short, 
of the tax. 

This concept of completeness of shifting has been devised particu- 
larly for use in national income analysis; for other studies, as of price- 
cost relationships in particular fields, it may be preferable to use the 
customary concept, which runs in terms of equality of price-change 
and tax, and discusses a falling-off of sales volume, for instance, as 
one of the “pressures” of taxation.^ Moreover, in the highly sim- 
plified numerical illustrations in the present analysis, either concept 
produces the same result. 

16 . The first kind of real shifting to be considered occurs when 
factor prices change without affecting the prices of any final product. 
Employee B', for example, shifts his flat $50 tax forward by an in- 
crease in wages from $100 to $150. This is an example of complete 
shifting. Employer B is unable to raise his selling price. His profits 
before deducting his own tax drop to $50, and his profits after tax are 
zero. The money income of B' after tax is now $100. Under no 
shifting, his share in the total output of the economy was only one 
sixth, as before the public finance measure. He was able to buy 
or one eighth, of the private output, and he received or 
one fourth, of the government output. Under complete shifting his 
share in the private output increases to or one fourth; hence his 
share in the total output increases to one fourth. If he had been 
exempted from the tax his share would also have been one fourth of 
the private output and one fourth of the government output. 

The taxpayer B' is in this instance not only better off, through 
^ Edwin R. A. Selignian, Th$ Shifting and Incidencs of Taxation (4th ed., revised), p. 11. 
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shifting, than he would have been without shifting; he is also better 
off than he was before the public finance measure was introduced. 
A public finance measure that would have been neutral if shifting 
had not occurred is in fact unneutral, because real shifting has 
occurred. 

For this result, complete sliifting is not necessary; in the present 
instance, even the smallest amount of fractional shifting would im- 
prove the position of B' compared with what it was before the public 
finance measure. 

In terms of actual economic forces, the assumption of shifting 
would gain in realism if a percentage tax were substituted for the 
tax of a fixed amount, but this change would unduly complicate the 
illustration for its main task, which is to define concepts rather than 
formulate laws of tax shifting”. 

17. National income as the sum of factor payments may still be 
computed under the before-tax or after-tax method, yielding the 
same total as before the public finance measure. As the sum of final 
products, national income may still be expressed as the market value 
of private product plus the cost of government product. The govern- 
ment’s share in the economy is properly expressed by the ratio of tax 
revenues to national income. The total of money transactions remains 
the same as under no shifting. No additional complications occur 
with respect to distributing individuals by income or distributing 
income by industry. 

In general, then, it is possible to have real shifting without alter- 
ing the rules noted in § 9 for computing national income. 

18. Instead of raising his factor price, the employee B' might con- 
ceivably shift his tax backward by forcing C, from whom he purchases 
his consumer goods, to sell at lower prices. This result seems quite 
unlikely, however, since G also sells to others (B, A, and A'). For B' 
to shift his tax backward in a real sense, he must get a price concession 
from G that is not granted equally to the other consumers. This is 
difficult to do. The market for consumer goods is more nearly a 
one-price market than the market for labor. B' will probably find it 
less difficult to get a wage concession from B that is unmatched by 
simultaneous wage concessions to G' and the government employees 
than to get a discriminatory consumer’s price in his favor. If B' does 
succeed in shifting the tax backward, some complication is introduced 
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in the national income computations, because tlie price level of fin- 
ished products will have changed. These problems are better dis- 
cussed in connection with the more realistic case of forward shifting 
through a rise in product prices, to which the analysis now turns. 

19. The second kind of real shifting is accomplished through an 
increase in both factor price and product price. Employer B succeeds 
in shifting his |50 tax completely by increasing his selling prices with- 
out suffering any decrease in physical volume of sales. All others, 
including employee B', are paid at the same wage rates or sell at the 
same prices as under no shifting. It will be recalled that B does not, as 
consumer, purchase any of his own product. Consequently, complete 
shifting will occur if B increases his price by 25 per cent, to get $250 
receipts. He is thereby enabled to purchase or one half, of C’s 
output, and he receives one fourth of the government’s output. All 
this is what he would have obtained if he had been exempted from the 
tax. This method of testing for complete shifting implies a slight 
change in the definition of that event as given in § 15. B’s share in the 
total output is not quite one fourth in money terms, which it would 
have been under tax exemption. It is slightly less, owing to the rise in 
the price level caused by the increase in price of his own product. B 
gets instead of of the private output. This method of com- 
putation, however, is irrelevant from his point of view, since he does 
not buy his own product. Consequently, complete shifting is rede- 
fined at this point as follows: a change of price in consequence of 
which the taxpayer purchases the same proportion of the private out- 
put by the others and receives the same proportion of government 
services that he would have purchased and received if he had been 
exempt from the lax and none of the others had shifted the extra tax 
thereby imposed on them. 

20 . The total national income, computed as the sum of factor pay- 
ments, is now higher in money terms tlmn under no shifting. If in- 
comes are taken before taxes, the total has been increased by the for- 
ward shifting. If they are taken after taxes, and government services 
to consumers are added, the total has likewise been increased by the 
forward shifting. Since the price level of final products has risen, an 
adjustment with a product-price index must be made if the before- 
shiftfiig and after-shifting situations are to be compared. If the price 
index includes government product (at cost), it is and division of 
the factor-payment total by this index reduces it from $650 to $600. 
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Even under forward shifting, therefore, either the before-tax or after- 
tax rules may be followed in computing the total national income if the 
total is then deflated by an index of final-product prices. 

On the product side, the product has likewise risen to $650 ($450 
private and $200 public), and deflating by the index yields $600. 

21 . The same result is reached under the Hicks formula for a meas- 
ure of “welfare” (Chapter 6, § 90). The first of the three alternative 
methods just noted is the one Hicks employs: factor incomes, defined 
to include direct taxes, plus indirect taxes (and minus subsidies and 
pensions, if any). Under his measure of productivity, indirect taxes 
are excluded from income and from the product-price index.^ In 
terms of the present illustration, national income is $600 deflated by an 
index, which yields the same answer as the welfare computation. 
This illustrates the point that Hicks’s welfare and productivity meas- 
ures give the same answer, even when an indirect tax causes a change 
in relative prices, so long as there is no change in relative amounts 
produced. 

22. The fact that real shifting changes a product price, not merely 
factor prices, has one special effect: it alters the proportionate eco- 
nomic r61e of govermnent. So long as the shifting operates within an 
enterprise, as in § 16, where the employee recouped his tax from his 
employer, the government employees are not affected by the shifting. 
But when product prices move up or down owing to forward or back- 
ward shifting that goes beyond the confines of an enterprise or indus- 
try, the government employees are correspondingly weakened or 
strengthened in their economic power, judged either by what the 
market is willing to pay to the suppliers of factors, or by what these 
suppliers consume (including free government services) . This fact is 
illustrated in the present case when the government’s proportionate 
shkre in the national income is computed by expressing tax revenue 
(200) as a percentage of national income (650), both computed before 
adjustment by a product-price index; that is, 30.8 per cent instead of 

or 33.3 per cent when there was no shifting through a rise in 
product prices. 

Yet the purely physical aspects of production are the same as under 
no shifting; the government is employing the same workers, and the 

ij. R. Hicks, “The Valuation of the Social Income,” Economica, May, 1940, pp. 120-22. 
Cf. A. L. Bowley, Studies in the National Income, 1924—1938, chap. IV, “Price Movements: 
Index of Real Income.” ^ 
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physical product turned out by each private concern is not altered in 
quantity or quality. In this physical sense, the government’s relative 
role in the economy has not been changed by the forward shifting. If 
this aspect of the physical situation were accepted as the Lest of the 
government’s role, the change in the percentage from 33.3 to 30.8 
would have to be considered spurious. Still there would be no evi- 
dence as to which percentage was the correct one. This dilemma 
reflects the familiar fact that physical measures alone cannot be used 
to compute aggregates in economic analysis when more than one com- 
modity is involved. There is no way of adding the commodities ex- 
cept through their money values. Moreover, the money figures call 
attention to a physical change that is ignored when attention is con- 
centrated on output: the change in distribution of the consumer goods. 
The government, considered as a group of persons (A and A'), loses 
command over part of the economy’s output through the rise in the 
price level caused by tax shifting. The government’s money revenue 
is not increased by the tax shifting, yet the general level of product 
prices is liigher. A and A', along with G and C', have to relinquish 
something to B. Within the assumptions ’of the illustration (each 
spends all his income, and no one purchases his own product) it will 
be found that A and A' are compelled to give up part of the output 
of C, which still sells at the old price, and pay a higher price for an 
increased amount of real purchases from B. (B' is unharmed only 
under the assumption that he has not been purchasing his employer’s 
product.) As with tax-shifting in § 16, this analysis is designed to 
illustrate concepts in the simplest manner possible, at the sacrifice of 
a more realistic analysis of economic forces. 

In other words, since A and A', the government employees, com- 
mand less economic power than before tlic shifting occurred, and 
since the government still commands only the labor of A and A', the 
r61e of the government in its relative use of valuable economic re- 
sources has declined. Moreover, if the decline in the government’s 
r61e is to be measured by the change in the consumption of its em- 
ployees, who in this illustration do not benefit from the unchanged 
“price” of government services, that decline is greater than is indi- 
cated by expressing tax revenue as a percentage of national income. 
The amount by which the decline is greater will depend on the kind 
of index utilized to measure the decrease in the real consumption of 
A and A'. 
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23 . The following general conclusion therefore emerges: real shift- 
ing of a tax diminishes the proportionate r61e of the government in the 
economy if the shifting causes an increase in the money total of private 
receipts without an increase in lax revenue. Even under forward 
shifting, according to this point of view, the ratio of tax revenue to 
national income correctly reflects tlie proportionate r61e of the govern- 
ment in the economy, provided the government is spending the 
revenue to provide a service to consumers. It will be shown in § 31 
that if the government service is not classified as one to consumers, the 
ratio of the revenue to national income overstates the proportionate 
role of government. 

24 . If the stock of money remains unchanged, shifting through an 
increase in product prices requires an increase in the velocity of circu- 
lation. In the example above, total money transfers have risen from 
S1200 (sales, $400; wages, $400; profits, $200; taxes, $200) to $1300 
(add $50 to sales and $50 to profits) . 



GOVERNMENT 
CHART 3 

Money Flow: Personal Tax, Financing Service to Consumers 
(before and after forward shifting by B) 
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The money flows before and after shifting may be pictured as in 
Chart 3 (bracketed figures are after shifting) d 
25 . The illustration in § 19 abstracts from real life by assuming that 
B could sell as many units of his product at the price plus tax as he did 
before. Actually, since the price of B’s product rises relative to G’s, a 
decline in the sale of the former and an increase in the sale of the latter 
might be expected if they are competing products. The illustration 
will now be changed to introduce this feature. Before the public 
finance measure, the firms of A, B, and C each produced and sold 200 
physical units. After the flat tax of $50 on B’s firm and the free gov- 
ernment service are introduced, B’s firm produces and sells 1 50 units, 
at $1.33. C’s firm produces and sells 250 units at $1. (B and B' may 
be imagined as devoting each one fourth of his time to work in G’s 
firm.) 

If the national income of the second period is deflated by a product- 
price index, to render it comparable with that of the first, the result 
will differ, depending on whether the index is weighted by the quanti- 
ties of the first period or those of the second. The undeflated national 
income of the second period still remains $650 under either of the 
three rules ( § 9) . When the price index is weighted by first-period 
quantities (Laspeyre’s method), 

(2/>i?o/2/>o?o) = l-ff 

A, A' 1 200 = 200 

B, B' 1.33i 200 = 266f 

G, G' 1 200 = 200 

666 | 


1 200 = 200 

1 200 = 200 

1 200 = 200 

600 


national income in the second period, in terms of first-period dollars 
is; 


li 


585. 


1 Flow charts have not been widely used in national income analysis, but their instruc- 
tiveness is well illustrated by the elaborate chart showing flows to and from six sectors of 
the economy in J. B. D. Derksen, A System oj Motional Book-Keeping [in the Netherlands], 
There may be some question whether “saving” should be treated as a “money flow” 
from one place to another, and “capital account” as a sector, correlative with enterprises, 
consumers’ households, etc. 
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When the price index is weighted 
(Paasche’s method), 

= Itj 

pi?i 

A, A' 1 200 = 200 

B, B' 1.33i 150 = 200 

G, G' 1 250 = 250 

650 


by second-period quantities 


Pm 

1 200 = 200 

1 150 = 150 

1 250 = 250 


national income in the second period, in terms of first-period dollars 
is: 


650 


= 600 


The two methods agree at least in saying that the national income 
is not greater in the second period than in the first, but they do not 
agree on whether it has decreased. 

In terms of consumer’s choice, lliere has been an imambiguous 
decrease in national income, if the consumers in the aggregate are 
viewed as one person. The community had a choice, before the 
public finance measure was introduced, between the 200 — 200 — 200 
pattern of consumption and the 200 — 150 — 250 pattern, and 
showed a preference for the former. After the public finance measure 
had been introduced, the community’s income (1650) was not suffi- 
cient to purchase that pattern at the new prices (5f666-|-). In index 
terms, E (1 t^) is the same as P (1 t^) but less than L (1-^) (Chapter 6, 
§ 88 ). 

With respect to the individual consumers, the pattern of consumption 
in the second period leaves A, A', C, and G' clearly worse off than 
before (each buys only 37^ units from B), and B is clearly better off 
(he now buys 100 units from G), while the position of B' is clearly 
unchanged. B has shifted his tax completely (§ 15). 

If a “productivity” index is constructed as suggested by Hicks, by 
computing factor payments exclusive of the “indirect” (price-raising) 
tax, and deflating by a product-price index that uses prices minus 
tax, a different result is reached. The two price indexes (base-period 
weights and current-period weights) and the income (expenditure) 
index are each 1, in the present case, and no change in “productivity” 
is indicated. 

The implications of a “productivity” index that differs from a 
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welfare index only because of the presence of indirect (shifted) taxes 
are best studied under an assumption of perfect competition, and, 
preferably, constant costs (Chapter 6, § 90). In the simplest possible 
case, where the only cost is labor of a certain grade, tliree indexes 
could give three different answers: the welfare index, Hicks’s pro- 
ductivity index, and an input index. 

The knowledge that certain taxes are shifted and certain others 
are not is of course quite useful in forecasting the results to follow 
from a reallocation of resources. If two peacetime industries each 
show an output with a market value of $1,000,000, including $300,000 
taxes, and if it is desired to reallocate the factors in those industries 
to war production, it is important to know that (for instance) $200,000 
of the tax in the one industry is being shifted forward in higher prices 
to purchasers, while none of the tax in the other industry is being 
shifted.^ 

There remains the question, what message is conveyed by a year- 
to-year comparison of totals in terms of the productivity index, even 
in the simplest possible case suggested above. In any event, such an 
index is not intended to measure activity, or input, since it is obtained 
by way of a product-price index, not a factor-price index. 

26 . In the two cases considered in §§16 and 19, where the em- 
ployee B' or the employer B shifted the tax forward, the ppblic finance 
measure was neutral before shifting occurred. The shifting rendered 
it unneutral; the taxpayer, B' or B, became better off than he had been 
before the public finance measure was introduced. But at both stages, 
before shifting occurred and after it occurred, the taxpayer received 
in government service an amount equal to the tax he paid. Hence 
this equality of service received and tax paid cannot serve as a test of 
unneutrality of the public finance measure. What the equality does 
signify is that the public finance measure is neutral if no shifting occurs. 

Likewise, if an individual receives more or less in government serv- 
ice than he pays in tax, it does not follow that the public finance 
measure is unneutral. A certain amount of shifting of the tax, or loss 
of the economic benefit from the government service (§ 14), may 
have rendered the measure neutral. 

27 . In distributing individuals according to size of income, it makes 
no difference whether the individual’s income is computed under the 

^J. R. Hicks and Albert Gailord Hart, The Social Pramework oj the American, Economy, 
pp. 177-78, 250-53. 
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before- tax rule or the after-tax rule (§9), provided each individual 
receives in government service the same amount he pays in tax. But 
if there is no such equality, two different kinds of income distribution 
can be made. For example: The entire tax in the hypothetical econ- 
omy above is imposed on the two private employees, B' and C', each 
paying $100. Each, along with B and C, receives $50 worth of govern- 
ment service. If no shifting occurs, the public finance measure is un- 
neutral. If B' and G' each shift the tax forward fractionally, by ob- 
taining a $50 increase in wages, at the expense of the profits of B and • 
G, the public finance measure becomes neutral. But in either event, 
the distribution of individuals by size of income is twofold: 



Before Shifting , 


After Shifting 

Factor Pay- 
ments Before 
Deducting 
Taxes 
(1) 

Factor Pay- 
ments After 
Deducting 
Taxes, Plus 
Government 
Services to 
Consumers 
(2) 

Factor Pay- 
ments Before 
Deducting 
Taxes 
(3) 

Factor Pay- 
ments After 
Deducting 
Taxes, Plus 
Government 
Services to 
Consumers 

(4) 

A 

100 

100 

A 

100 

100 

A' 

100 

100 

A' 


100 

B 

100 

150 

B 

50 

100 

B' 

100 

50 

B' 

150 

100 

C 

100 

150 

G 

50 

100 

C 

100 

50 

G' 



Total 

600 

600 

Total 


600 


Two meanings of distribution of individuals by size of income must 
now be distinguished, similar to the two distinguished in § 12, for 
ascertaining the amount of income produced in each industry. One 
meaning carries the usual connotation of relative economic welfare. 
This is the distribution according to the after-tax rule: factor pay- 
ments computed after deducting taxes, plus the government service 
rendered to the consumer — columns (2) and (4) above. The other 
distribution answers this question: What is the market willing to pay 
for the several factors in terms of their ability to help producers 
satisfy the wants of consumers? After shifting occurs, accompanied. 
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presumably, by a change in the pattern of consumer spending owing 
to the changes in relative prices of products, the market is evidently 
willing to pay three times as much for the service rendered by B' 
as it is for the service rendered by B. But in terms of command over 
the resources of the economy for his own use, including the services 
supplied, to him by government, B' receives only the -same amount 
as B. The introduction of government into national income analysis 
destroys the identity hitherto postulated between the market value 
of a product and the sum total of the payments received, and avail- 
able for spending or saving, by those who supply the factors of pro- 
duction.^ 

As a convenient way of expressing this distinction between what 
the market pays and what the recipieiit gets, it is tempting to say 
that B' produces three times as much as B but receives for his own 
use only the same amount as B. The word “produce” must be 
understood in so special a sense, however, that its use in this connec- 
tion is probably misleading. Even under perfect competition, the 
most that can be said is that the rate of pay per unit of the factor 
(one man-hour of a particular kind of skilled work, for example) is 
equal to the value of the product that would be lost if just one unit of 
the factor were withdrawn and all other factors were left unchanged 
in amount, time being allowed for the remaining factors to readjust 
their form to the most efficient new combination. And under con- 
ditions of imperfect competition, or with respect to factors that are 
not sold in small units on the market, the implications of the payment 
as a measure of the amount produced by the factor are more complex. 

28 . The computations of national income by Kuznets, the Depart- 
ment of Commerce, and in the British White Paper are based on prin- 
ciples somewhat different from those suggested above (§§ 8—23), for 
reasons to be discussed later (§§37 ff.). Commerce and the White 
Paper make no distinction between government services to business 
and those to consumers. Kuznets makes the distinction indirectly. 
However, if the tax that finances the service to consumers is considered 
to be a personal tax as contrasted with a business tax, these differ- 
ences in principle lead to no differences in the national income total. 
All three authorities, under the factor-payment approach, count 

^ This identity is of course not the same as that at issue in the question whether the sum 
of the marginal products of the factors, each multiplied by the amount of the factor, just 
equals the product. See George J. Stigler, The Theory oj Price, pp. 130, 141, 178-79, and 
Production and Distribution Theories, chap. XII. 
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factor payments before deducting personal taxes, although there has 
not been complete unanimity on how to classify the corporation 
income tax (§ 44). 

In effect, they utilize the before-tax rule as stated above. From 
the product side, all three computations reach the same result as 
that in § 9: market value of private final product plus cost of the 
government service. Kuznets, however, includes the government 
service, not as a government purchase of goods and services, but as a 
part of consumer purchases. Consumers are considered to purchase 
consumer services from the government in an amount equal to the 
personal taxes they pay. 

In §§ 19-25, the tax was assumed to be shifted forward in product 
price. In these instances the procedure followed by Commerce and 
the White Paper would not give the same results in absolute money 
totals as the rules suggested in § 9. Because the tax is shifted forward, 
it is no longer a personal tax, in the view of Commerce and the W'hite 
Paper. It is instead a business tax (indirect tax), and must be sub- 
tracted in arriving at the total of factor payments. Kuznets would 
presumably still define it as a personal tax if it were imposed on the 
individual as such, not on the business firm as a separate legal entity. 
Whether the differences in absolute (undeflated) totals would also be 
reflected in the totals as adjusted by a product-price index is a 
question that is deferred to § 45. 

111. GOVERNMENT SERVICES TO BUSINESS 

29. Up to this point it has been assumed that the service the govern- 
ment renders is one to consumers. It may instead be a service to busi- 
ness firms, which relieves them of an expense they would otherwise 
have to undergo, thus (a) increasing their profits, or {b) causing them 
to raise wages, rents, and so on, or (c) causing them to lower their sell- 
ing prices. In terms of the example -in § 4, it may be supposed that, 
starting with all six persons in the private-enterprise sector, the em- 
ployees • — ' A', B', and C' — become the government and supply their 
services free of charge to the business firms A, B, and C. Their salaries 
are defrayed through taxation. 

30. The first case considered is that in which A, B, and C lower 
their selling prices, so that their receipts decrease just as much as their 
costs drop through the free government service. All six of the con- 
sumers benefit by the lowering of price. 
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For an unchanged physical output, each firm collects only $100 in 
sales instead of $200. Each entrepreneur out of his $100 profit (he 
now has no direct wage cost) pays $50 in tax and spends $50, split 
equally between the products of the other two firms. Each of the 
three government employees receives $100 wages, and, since each of 
them benefits indmectly from the government’s activity, he is taxed 
$50, in contrast to the assumptions of § 7. The price level of private 
products declines from 100 to 50 (there is no government product). 

If national income is computed as factor payments before deducting 
taxes, it totals $600. Since the price level has fallen, an inflating index 
will be used in comparing this total with that for a preceding period. 
The national income for the second period, in first-period dollars, be- 
comes $1200, instead of the $600 it should be. The remedy is to sub- 
tract from the total of factor payments (computed before deducting 
taxes) an amount equal to the sum spent on government services to 
business. The remainder may then be adjusted by the price index. 

If national income is computed as factor payments after deducting 
taxes, the result ($300) may be adjusted by the index of product prices, 
and the correct total will be reached. 

The before- tax rule is consequently modified to read; The national 
income may be computed by adding all factor payments as reckoned 
before deducting any taxes, and by subtracting an amount equal to 
the cost of the government services to business. The after-tax rule 
remains as given in § 9; Compute factor payments after deducting all 
taxes, and add to the total an amount equal to the cost of the govern- 
ment services to consumers. 

From the product approach, the computation remains as before 
(§9): Add the value of the final products of private enterprise ($300) 
and the value of the final product of government (there is no such 
product in this case), and adjust by the product-price index (one half), 
to give the total national income ($600) comparable with that of the 
other period or nation. 

31. The government is evidently using one half of the resources of 
the economy. But this fact is not revealed by the ratio of tax revenue 
to national income, computed under the rules suggested above, if 
both these quantities are taken in current prices. For when the rules 
in § 30 are applied, the national income is only $300, before adjust- 
ment by the price index. The ratio of taxes to national income 
appears to be 1. The correct ratio Ccui be reached by comparing tax 
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revenue either with national income as adjusted by the price index, 
or with unadjusted national income plus the expenditure of govern- 
ment on services rendered to business. 

The total money flow in the economy is: consumers to firms, $300; 
firms to owners, as profit, $300; owners to government, in tax, $150; 
government to its employees, in wages, $300; employees to govern- 
ment, in tax, $150. The total is $1200. Under no shifting of a tax 
imposed to supply services to consumers, it was likewise $1200 (§ 13). 
The following rule appears: The use of government tax revenue to 
finance the free distribution to business of services that it would other- 
wise have to purchase itself, and which allow it to lower its selling 
prices, does not alter the total volume of money transfers in the econ- 
omy. More generally: The total of money transfers is unaltered if the 
new service, whether to consumers or business, is financed by a non- 
shifted tax. 

32 . If individuals are distributed according to their incomes, the 
peculiar nature of the benefit that government renders to consumers 
in this instance becomes apparent. Factor payments after taxes are 
only $50 for each of the six members of the economy. There is no 
government service direct to consumers to be added. But there is an 
indirect benefit: lower prices of private products. An after-tax com- 
putation must add to the individual’s income an allowance for this, 
either directly or by adjustment through a price index. If each indi- 
vidual benefits equally through the lowering of private-product prices 
and pays the same tax, a general price index can be applied to every 
individual’s income. But in real life such equal distribution does not 
obtain. The government’s services to business affect especially cer- 
tain businesses, turning out products purchased especially by certain 
consumers. Product prices fall in certain parts of the private econ- 
omy, but not in all. Consumers are benefited unequally. And the 
taxes imposed to finance the services to business cannot be laid, except 
by coincidence, on the same pattern as the indirect benefits to con- 
sumers. All this does not matter in computing the distribution of 
individuals by size of income in the sense of the market’s judgment of 
relative worth of factors in the economic process (§ 27). But a distri- 
bution in the sense of relative economic welfare is impossible to com- 
pute with the data currently obtainable, to the extent that govern- 
ment services to business result in a lowering of private-product prices. 
There is some reason to believe, however, that such services do not 
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form a substantial part of total economic activity in the United States 
or Great Britain, aside from subsidies (§59). 

The distribution of national income according to the industry in 
which it originates is not made more difficult to compute by the pres- 
ence of government services to business. The decrease shown in the 
value added by the private concern is a real decrease, and is offset in 
the accounts by an item, “value added (to private products) by gov- 
ernment.” 

33. The second case considered is that in which the free government 
service to business results, not in a lowering of selling prices, but in 
increased profits (or wages, or other factor payments). Firms A, B, 
and G take in $200 each, all of which is profit. The three government 
employees each receive $100 in wages. The tax remains at $50 on 
each of the six persons. The national income, computed under the 
before-tax rule as modified in § 30, is $600 profits plus $300 wages 
minus $300 government services to business, or $600. No adjustment 
by a price index is needed, since product prices have not changed. 
Similarly, the after-tax rule yields, as factor payments after deducting 
taxes, $450 profits after tax plus $150 wages after tax, or $600. Like- 
wise, the approach from the product side continues to give the correct 
total. 

34. The proportionate r61e of the government in the economy was 
one half when the benefits of the government’s service were passed on 
to consumers in lower prices (§ 31). But now it is only one third, 
judged by what the market is wilHng to pay to the suppliers of the 
factors, for the government employees get only $300 before taxes 
compared to the $600 before taxes obtained by the three entrepreneurs. 
Indeed, it is only one fourth, if the test is factor payments after taxes, 
plus government services to consumer's. As in § 22, the government’s 
relative economic rOle has been altered by an alteration in relative 
economic power. Something (unspecified) has happened to give the 
entrepreneurs more relative power than before; otherwise competi- 
tion would have kept them from retaining for themselves the cost- 
lowering benefits of the government’s free service. 

But the ratio of lax revenue to national income is 300:600, not one 
third, or one fourth. As in § 31, this ratio overstates the government’s 
relative economic r61e. If the national income is adjusted by adding 
back to it an amount equal to the expenditures of government on 
services to business, the ratio becomes one third. 
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35 . The total flow of money is: consumers to firms, $600; firms to 
owners, as profit, $600; owners to government, in tax, $150; employees 
to government, in tax, $150; government to its employees, in wages, 
$300 = total, $1800. Evidently, if the price level of products is to 
remain unchanged despite the government aid to business, a larger 
stock of money or a faster monetary circulation is required. 

No new points are raised by this illustration for income-size or type- 
of-industry tabulations. 

36 . The rules suggested above (§9) for computing national income 
may be restated at this point for comparison with prevailing methods 
of computation. 

First, the two alternative rules for computing from the factor-pay- 
ment side: 

Before-tax rule: Add all factor payments before subtracting any taxes 
at all, then subtract an amount equal to the cost of the government’s 
services to business. 

After-tax rule; Add all factor payments after subtracting all taxes, 
then add an amount equal to the cost of the government’s services to 
consumers. 

Second, the rule for the product approach: Add consumer pur- 
chases, net increases in private inventory and other private business 
assets, net increase in claims on non-residents, and government serv- 
ices to consumers. 

With either method, use an index of product prices for year-to-year 
or nation-to-nation comparisons. 

37 . Kuznets, the Commerce Department, and the British White 
Paper do not utilize either of these rules, since they prefer the second 
approach noted in § 1, which distinguishes personal, or direct, taxes 
from business, or indirect, taxes. Moreover, they do not distinguish 
directly between government services to consumers and government 
services to business. 

38 . Kuznets makes the distinction in principle, but does so indi- 
rectly, and in a way that does not yield the same results as does the 
direct application of those rules. He assumes that the amount of per- 
sonal taxes paid measures the volume of government services to con- 
sumers. And he assumes that the amount of business taxes paid meas- 
ures the volume of government services to business. These assump- 
tions, however, can scarcely be considered valid, for reasons discussed 
below (§ 43).^ 

These assumptions were adopted ia the National Bureau of Economic Research 
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If total taxes, business and personal, exceed total current expendi- 
tures, the excess is entered, in the approach from the factor-payment 
side, as a “profit” of government. If total taxes fall short of total cur- 
rent expenditures, the deficiency is entered on the factor-payment side 
as a government “loss.” In this way Kuznets’ totals on the product 
"side and the factor-payment side are kept in balance. The deficit on 
current account is in Kuznets’ eyes an indication that so much of the 
expenditures produced no product at all, nothing of economic value, 
either for business or consumers (Chapter 5, § 57; Chapter 6, §§ 19- 
20) .1 

Some government product is sold for a price instead of being 
financed by taxation; the service of the post-office, and public power, 
for instance. Here, the concept of a government profit or loss, to be 
included in national income with the profit and loss of private enter- 
prises, might seem applicable in a way that it does not for govern- 
mental activities in general. The Commerce Department, however, 
includes the surplus of a government enterprise only in its national 
product total, not in national income. The surplus is “in effect an 
increase of government receipts,” and a deficit, “an increase of gov- 
ernment expenditures.” Consequently, “enterprise surpluses are 
tr.eated like indirect taxes and deficits like subsidies rather than in- 
cluded as profits and losses in the national income.” ^ This is prob- 
ably the safest procedure to follow in general. The instances of 
“commercial” profit by government that are quantitatively important 
— for example, the profits of state liquor-store monopolies in the 
United States, and national tobacco monopolies abroad — are clearly 
an indirect exercise of the taxing power. And deficits, as on housing 
ventures, are usually incurred deliberately, in a way that a private- 
business deficit is not. In the before-lax and after-tax rules developed 
in tliis chapter, “taxes” will be understood to include surpluses of 
govermnent enterprises, and “subsidies” will include their deficits. 

39 . The Department of Commerce and the British White Paper 
define “national income” as the sum of factor earnings, and believe 
that such earnings are best measured before deducting taxes levied 

about 1922. Of. W. I. King, O. W. Knauth, F. R. Macauley, and W. G. Mitchell, 
Income in the United States, I, 48-56, and II, 5-6. 

^ Kuznets, National Income and Its Composition, 1919-1938, II, 428-30; and his National In- 
come — A Summary of Findings, pp. 131-34. 

2 U. S, Department of Commerce, National Income and Product Statistics for the United 
States, 1929-46, p. 9 (mimeograph). 
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on them. This view requires, of course, a distinction between taxes 
on factor earnings, as contrasted with taxes that are imposed on a 
business concern as such and are not to be associated with £iny 
particular factor. The distinction runs in terms of taxes on business 
firms that are, in general, well known or reasonably assumed to be 
shifted forward to purchasers in higher product prices.’- Thus a 
cigarette manufacturing company pays an indirect tax of so many 
cents per package of cigarettes produced, a tax that is not considered 
to be levied on, or to come out of, the earnings of any factor of pro- 
duction, but is merely a wedge driven by the government between 
factor cost and market value. 

The problem of making approximately correct assumptions about 
shifting is not discussed in the present analysis, but a few points on 
what may be meant by a tax on a business firm, as distinguished from 
a tax on an individual, are developed in § 44. 

The definition of business, or indirect, taxes as those that are 
shifted forward must be kept in mind in constructing hypothetical 
examples of the totals that may result when the method of financing 
a government outlay is assumed to change. For example, if the view 
held by Commerce and the White Paper is criticized on the grounds 
that it allows a mere change in the method of financing (from direct 
tax to indirect tax), all other things remaining unchanged, to alter the 
amount of national income, the reply will be that by definition other 
things could not remain unchanged; the introduction of an indirect 
tax must alter selling prices. 

40 . On the product side, Commerce and the White Paper do not 
divide government services into final products and intermediate 
products. They include all of them as final products, and reach a 
total called “net national product” (Commerce) or “net national 
product at market value” (White Paper) This total is larger than 
the national-income, factor-payment total, by the amount of business 
tax revenue minus subsidies by the government to business, with cer- 

1 White Paper, Cmd., 6623, p. 7. In the unrevised Commerce series, i. e,, the one 
published through 1946, the corporation income tax and excess-profits tax -were also 
counted as business taxes. This point is of substantial quantitative inaportance in a 
comparison of that series with the British White Paper series, which have never deducted 
either tax. 

® The latest White Paper (Cmd. 6784, April, 1946), however, does not present a total 
for “national product at market value” in any of its tables, in contrast to the White 
Paper of a year earlier (Cmd. 6623, p. 14). Like the Department of Commerce, it now 
prefers a gross total, inclusive of depreciation. See Chapter 11, § 2. 
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lain minor adjustments not relevant to the present discussion. In 
computing factor payments, business taxes are subtracted, and sub- 
sidies to business are included. In computing product, market values 
are used, which of course are diminished by subsidies and increased 
by indirect taxes. 

Consequently, these computations do not show an identity between 
the national income total and the product total at market values. 
The view that they reflect is that the identity cannot exist, because 
the two sides are being measured at two different price levels: a 
factor-price level and a market-price level, separated by indirect 
taxes minus subsidies. 

The British, but not the Department of Commerce, reduce the 
product total to the factor-price level by subt’acting, from the “net 
national product at market value,” the total of indirect taxes minus 
subsidies. The result, called “net national product at factor cost,” 
equals the sum of factor payments, and is therefore also called 
“national income.” This deflated product total is not to be taken as 
excluding any of the government services from the total of final 
product. Instead, every type of final product, government and pri- 
vate, is implicitly restated in total in terms of another, lower, price 
level. Similarly, the total of factor payments, the national income, 
as computed by Commerce and the Wliite Paper, when viewed as 
the payments made for product, imply that the product in question 
includes all government services. No government service is excluded 
as being an intermediate product. 

The gross national product total computed by Commerce also 
includes, of course, all government product.^ 

The official estimates of national income in Germany published in 
the nineteen-thirties used what was in effect a third alternative state- 
ment of the rule suggested in § 36 for computation from the factor- 
payment side. As a first step, business taxes only were subtracted in 
computing factor payments. Then the personal-tax total was com- 
pared with a direct estimate of the amount of government services to 

iThc Dominion Bureau of Statistics in Canada, likewise including all government 
product as final product, supports its decision on the ground that, with respect to those 
government expenditures that are clearly for a service to private business (a highway 
used by business vehicles, for instance), the final product total would be understated if all 
such services were excluded, for “industry does not pay directly for the use of the road, 
and there is no need to assume that the value of this service is included in the revenues 
from sales of private industry.” National Accounts: Income and Expenditure, 1938-1945, p. 12. 
Cf. the view taken in §§ 29-33 above. 
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consumers. If the latter was the larger, the difference was added to 
national income, under the somewhat cryptic title of “missing taxes” 
or “taxes not included in private income.” If the services to consum- 
ers was the smaller total, the dilference was subtracted. Conse- 
quently, it was a distinction drawn between types of expenditures, not 
types of taxes, that influenced the national income total.^ 

41 . The amounts involved in “business taxes” or “indirect taxes” 
are substantial. The Department of Commerce data indicate business 
taxes of $7 billion in 1929, and in the latter nineteen-thirties they 
range between S8 billion and $10 billion.^ The British White Paper 
estimates for 1938 show “indirect taxes” of £638 million and “direct 
taxes” of £545 million; for 1944, £1480 million and £2104 million 
respectively.® These two series ai'e not comparable; the British ex- 
clude from indirect taxes both the excess-profits tax and the normal 
income tax collected from corporations. In its revised series, the 
Commerce Department, too, will exclude the excess-profits tax anri 
the corporation income tax from “business taxes” (§ 44). 

All real estate taxes are included under “business taxes” by Kuznets 
and under “indirect taxes” in the British estimates (local “rates”). 
The Department of Commerce, up to the present, has split the state 
and local property tax into that part paid by individuals and that paid 
by business firms. Only the part paid by business firms has been sub- 
tracted in computing national income (factor-payment approach). 
The non-deduction of taxes on owner-occupied homes tends to over- 
state the national income, relatively, but this is more or less counter- 
balanced by another Commerce Department practice: the non- 
inclusion of net imputed income from home-ownership. The revised 
Commerce series reverses practice on both points; it includes net im- 
puted income from home-ownership and counts taxes on homes as 
business taxes. 

42 . The disadvantages of the methods used by Kuznets, the Com- 
merce Department, and the British White Paper pose a difficult choice 
for the computer of national income. And the methods suggested in 
the present analysis also exhibit disadvantages, chiefly the need for 

Additions to the public debt were deducted, and government net capital formation 
and transfer payments added (cf, § 64), Surpluses of government enterprises were added, 
and other minor adjustments made. Das Deutsche Volkseinkommen vor und nach dem Kriege 
(Einzelschriften zur Statistik des Deutschen Reiches, no. 24), pp. 14-16, 29, 55-60. 

= Milton Gilbert and R. B. Bangs, “Preliminary Estimates of Gross National Product, 
1929-41,” Sumy of Current Business, May, 1942, Table 1. 

* Gmd. 6623, Table 33. 
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computing how much of the government’s expenditure consists of 
services to business. 

The Kuznets method suffers from the assumption that the business- 
tax revenue measures the government serviees to business, and the 
collateral assmnption that the revenue from personal taxes measures 
the government services to consumers (§ 43). The method used by 
Commerce in its series published hitherto relies upon a legal distinc- 
tion for its definition of a business tax (§ 44). The method used by 
the White Paper, and in the revised Commerce series, excludes no 
government product as an intermediate product, and hence, at least 
from some points of view, is sure to overstate the total of final product. 
It assumes that the national income computers know what taxes on 
business firms are shifted forward and what are not. And it somewhat 
complicates the index-number problem (§ 45). 

43. The assumption that the amount of government services to 
business equals the amount of business taxes seems too wide of the 
mark to be acceptable. Approximations are necessary in much of 
national income computation, but it is to be feared that this method 
cannot give even an approximation. The most sizable taxes collected 
from business in most countries are those on liquor and tobacco, 
which are clearly intended to be passed on to consumers. Except by 
coincidence, they do not bear even a remote relation to the services 
government renders to business in general or to these businesses in 
particular. The assumption that the volume of business taxes meas- 
ures the volume of services to business is defended on the ground that 
there is no better method of ascertaining the amount of those services.’- 
But even a rough guess would be preferable to a mechanical method 
that rests on assumptions so obviously invalid. It seems likely, for 
example, that direct estimates, like those of Golm, Warburton, and 
Nelson and Jackson, come closer to the true amount than the figure 
reached under the business-tax personal-tax rule.^ 

^ Kuznets, National Income and Its Composition, 1919-1938, II, 428. 

® Gerhard Colm, “Public Revenue and Public Expenditure in National Income,” Studies 
in Income and Wealth, I, 210-11; Clark Warburton, “Three Estimates of the Value of the 
Nation’s Output ...” Sttidies in Income and Wealth, III, 328-29, 359 ; R. W. Nelson and 
Donald Jackson, “Allocation of Benefits from Government Expenditures,” Studies in Income 
and Wealth, II (National Bureau of Economic Research). See also Das Deutsche Volksein- 
komtnen vor und nach dem Kriege (Einzelschriften zur Statistik des Deutschen Reiches, no. 24), 
pp. 56-60; Statistisches JahrbuchJUr das Deutsche Reich, 1931-38; Erik Lindahl et aL, National 
Income of Sweden, 1881—1930, part I, pp. 11—12, 226-31, and part II, pp. 554—72. 

For the view that a division of government output between final products and intermedi- 
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44. Business taxes might conceivably be defined in any one of a 
number of ways. They might include ail taxes the actual payment of 
which is made by a business firm, even when it is acting only as agent 
for others. That part of the federal personal income tax which is de- 
ducted at the source, and paid by the employer to the Treasury on 
behalf of the employee, would then be a “business tax.” The defini- 
tion utilized by Kuznets and the Commerce Department does not 
extend so far in that direction. At the other extreme, the term “busi- 
ness tax” might exclude all taxes paid by the business firm as agent, 
legal or economic, for others. Then the concept would exclude not 
only the individual income tax deducted at the source, but also all 
those excise taxes which, although the business firm is legally liable for 
them, are clearly intended to be a burden on the consumer. The 
gasoline taxes are a good example; some of the oil companies are so 
sure of the legislator’s intent, or perhaps are so sure that complete 
shifting actually occurs, that in their published accounts they exclude 
from their gross receipts and likewise from deductions from income an 
amount equal to the tax. But Kuznets and the Commerce Depart- 
ment do not go so far in this direction either. They apparently accept 
a legal liability test; if the law imposes sole liability for payment of the 
tax on the business firm, it is a business tax. (This interpretation of 
their position has to be modified slightly for several state retail sales 
taxes, where, although the business firm is primarily liable, the con- 
sumer is also liable.) The federal corporate income tax has been a 
business tax in current national income accounting, even though it 
may be intended primarily to tap stockholders’ incomes. The excises 
are clearly business taxes. The statements in this paragraph refer 
to the method hitherto employed by the Department of Commerce. 
With respect to its revised series, which exclude corporate income 
and excess-profits taxes from business taxes, the remarks on the 
British White Paper in § 45 apply.^ 

45. The method followed by the British White Paper requires some 
knowledge, or some assumption, as to which taxes are shifted and 
which are not. Such a requirement is a serious drawback, in view of 
the lack of knowledge on this subject. In principle, it even involves 

ate products is not feasible by any method developed so far, see George Jaszi, Ths Concept of 
JPational Income and National Product, with Special Reference to Government Transactions, chap. III. 

Edward F. Denison, “Report on Tripartite Discussions of National Income Measure- 
ment,” Studies in Income and Wealth, X, p. I-ll (mimeograph). See also ibid., pp. 1-83 
— 1 - 88 , 
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knowing whether the shifting is fractional or complete, and, if frac- 
tional, how much. In practice, these refinements are not taken into 
account. Once the knowledge concerning shifting is gained or the 
assumption is made, the rule has certain advantages in studying the 
distribution of the national income for one year, to show how much of 
the total each of the factors of production “produced.” It makes pos- 
sible a third kind of distribution of individuals by size of income, a 
distribution that might be headed “factor rewards as judged by con- 
sumers and according to relative efficiency of factors, disregarding 
pm-e agency transactions in transmitting tax revenue to government.” 

The British method has some special implications for the construc- 
tion of a price index. A comparison of national income totals among 
years or between coirntries will almost always be made only after 
inflatmg or deflating by an index of product prices (or an exchange 
rate). This will be done, regardless of which method is adopted in 
treating tax payments, for there will be so many disturbing factors 
affecting price levels that no comparison without adjustment by a 
price index or an exchange rate can mean much. 

If a tax is imposed to finance a service to consumers and is shifted 
forward in final-product prices, the deduction of shifted taxes in 
computing national income does the same thing as a deflating price 
index. Consequently, when the price index is applied, the national 
income will show a decline from what it would have been if the 
government had not taken over the dispensing of the consumer service; 
but no real decline will have occurred. This spurious result can be 
avoided, of course, by adjusting the price index; the articles subject 
to the indirect tax would be included in the price index at their prices 
ex-tax. But if the indirect tax is financing a government service, not 
to consumers, but to business firms, which lowers their selling prices 
or increases their profits, such an adjustment of the price index would 
show a rise in the national income, just because the government took 
over the dispensing of a service to business firms. In this instance the 
deflating index is correct, without any adjustment. Consequently, to 
decide whether the price index should be so adjusted (by including 
the taxed article at its price ex-tax), it is necessary first to decide 
whether the government service is or is not one that reduces the cost 
of doing business. But this is a distinction which is not made in the 
computations of either the British White Paper or the Department of 
Commerce. 
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For those who believe that there is a second class of government 
intermediate product, one which does not necessarily lower the cost 
of doing private business, the general-purpose services to be discussed 
in §§ 46 £F., the occasions on which the British and Commerce pro- 
cedures will not give a correct answer become more numerous. 

The problem just noted with respect to a shifted tax levied to pay 
for a service to consumers has its parallel in a non-shifted (personal) 
tax levied to finance a cost-lowering service to business. The refusal 
to deduct a non-shifted tax in computing national income will tend 
to leave the factor-payment total as large as it was before. But with- 
out an adjustment of the deflating index, the national income will 
appear larger than before, because of one or the other of the two 
consequences that accompany a cost-lowering service to business: 
lowered product prices or larger profits (or larger payments to other 
factors) . If product prices drop, an ordinary inflating index applied 
to the unchanged factor-payment total raises it above its former level. 
Higher money profits do the same thing directly. The increase in 
national income that appears is not real, and can be avoided by 
stating the product prices inclusive of the government-service element. 

The qualifications stated in the immediately preceding paragraphs 
would apply to Kuznets’ method also, except that presumably he 
would deny the possibility of a shifted tax financing a service to con- 
sumers. Such a tax would apparently be a business tax, hence con- 
ceivable only as a means of financing a service to business. Similarly, 
his system would not allow of a non-shifted tax financing a service to 
business. 


IV. GENERAL-PURPOSE SERVICES OF GOVERNMENT 

46 . A large part — perhaps a major part — of government’s serv- 
ice is neither a consumer good nor a service to business. Such a 
service is not enjoyed by consumers for its own sake. And it cannot 
be conceived of, at the given time and place, as being produced by 
private enterprise; hence it cannot be said to supply business firms 
with a free substitute for some item of cost. Examples are maintenance 
of the armed forces and a system of law courts. These may be termed 
“general-purpose services.” The list of these services varies with time 
and place. 

Some government departments perform more than one of the three 
types of government service: the fire department lowers the insurance 



THE GOVERNMENT SECTOR 


267 


premiums on business premises as well as for residences. Some govern- 
ment services are a compound, rather than a mixture, of services: com- 
pulsory elementary education is in part something enjoyed for its own 
sake, hence a service to consumers, but most school-children might be 
inclined to classify it along with the armed forces and the law courts. 

47. A country that can reach the same results as another with less 
outlay on these general-purpose services is presumably to that extent 
better off in the sense of material welfare. Of two countries otherwise 
alike, the one whose population is the more law-abiding, and which 
can therefore devote more of its services to supplying things that are 
liked for their own sake, is presumably enjoying a greater degree of 
material welfare; hence it may be argued that the national income 
total should reflect that fact. The added fuel that must be burned in 
the government offices of countries in the temperate zone compared 
with those in the tropics reflects an economic disadvantage. The 
money that a government must spend on building dikes and pumping 
to keep out the sea represents an economic burden, not a benefit. If 
the factor payment or product is used as an indicator of total activity 
or cost (Chapter 1, § 9), the work in the coal mines and on the dikes 
and pumping stations is properly included. But if national income is 
computed, not national cost, then the work devoted to heating 'govern- 
ment offices and keeping out the sea would appear to be not includ- 
able. 

48. If similar difficulties arise in private production, adjustment by 
an index of product prices will give, the correct total of national in- 
come as an indicator of material welfare. The private concern raises 
the price of its product if it needs to burn more coal to heat its offices. 
And if it does not raise its selling price, its profits decline, and hence 
national income declines in this way instead of through downward 
adjustment by a price index. This statement assumes that the workers 
employed in mining the extra coal zure thereby diverted from other 
work, lessening the amount of final product turned out elsewhere. If 
these workers would otherwise be unemployed, then, by hypothesis, the 
production of the extra coal will not prevent anything else from being 
produced; national income will be unchanged, as a measure of mater- 
ial welfare. 

49. If similar difficulties arise in the households of consumers, how- 
ever, instead of in business firms, there is no way in which the decline 
in material welfare is registered, under prevailing or suggested metb- 
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ods of national income accounting. The fuel purchased by the house- 
holder in the cold country is counted as a final product, a consumer 
commodity. “How nice it would be if we were never ill and never 
needed a haircut!” ^ 

If the decline in material welfare, represented by the necessity of 
working in order to keep warm, or to keep well, is ever to be registered 
in the national income total, it seems likely that either of two devices 
wiU be utilized: a product-price index that takes account of free goods 
(Chapter 1, § 19), or a narrowing of the final goods concept to exclude 
mixed consumer goods (Chapter 6, § 11). But the latter adjustment 
would be effective only when there was also a necessity of keeping 
warm in order to work. 

50 . When the government, rather than private enterprise, experi- 
ences a need for more coal to heat its courthouses, no mechanism exists 
whereby this worsening of the economic situation is necessarily trans- 
lated into higher product prices or lower factor payments. In terms 
of the six-man economy in § 4, B and B' each are hired half-time to 
dig the extra coal needed by the government, and are paid through a 
tax of $16.66 on each of the six persons. If the before-tax rule as 
formulated in § 36 is followed, the national income is computed to be 
$600, since there is no new “service to business” to subtract, and no 
change in the index of product prices. Product prices fail to rise de- 
spite the decrease in product turned out, since consumers’ demand is 
decreased correspondingly by the new tax. The $600 total fails to ’ 
reflect the worsening in the economic situation. The after-tax rule, 
however, as stated in § 36, does reflect it, ^ince there are no new "serv- 
ices to consumers” to add back; the national income is shown to have 
declined from $600 to $500. From the product side, the rule stated in 
§ 36 also reflects the decline in welfare, since there are no new services 
to consumers to include, and the private product of B and B' has de- 
creased by $100. 

The before-tax rule can be corrected to reflect the decrease in mater- 
ial welfare by stipulating that from factor payments as computed be- 
fore deducting taxes there must be subtracted an amount equal to the 
government’s service to business plus its general-purpose expendi- 
tures — all outlays, in short, except those on current services to con- 
sumers. (The problem of outlays on durable goods is discussed in 
§§ 54-56.) 

1 Richard Stone, “Two Studies on Income and Expenditure in the United States,” 
Sconomic Journal, April, 1943, p. 75. 
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If the individuals are distributed by size of income, in the sense of 
economic benefits received, the only possible method is, as in § 27 
above, to state the individual’s income after all taxes, plus whatever 
consumer services he receives from government. 

51. A three-way division of government output has not been advo- 
cated by national income analysts, in general,^ but it was utilized in 
the official estimates in Germany in the nineteen-thirties: government 
expenditures serving consumption, those serving the productive sector, 
and those for “state purposes.” Only the first was included in national 
income; it comprised outlays for education, health and welfare, hous- 
ing, sewers, street-cleaning, parks, fire department, and street-light- 
ing. Government expenditures for net capital formation were also 
included in national income,® but the exclusion of expenditures for 
state purposes — national defense, for example — seems to have re- 
flected only a tentative decision, taken to obtain a figure for govern- 
ment product which would command agreement as being a minimum.® 

The distinction drawn here between general-purpose expenditures 
of government and those on services to business or to consumers, is not 
used by Kuznets, or the Department of Commerce, or in the British 
White Paper. Their rules of computation are as given in § 28, regard- 
less of the amount of general-purpose expenditures. Consequently, 
even though the sea may grow wilder, the community less and less 
law-abiding, or the weather colder, the diversion of part of the coun- 
try’s labor and capital to meet these destructive forces would not cause 
any decrease in the national income under these computations. The 
national income may decrease under Kuznets’ method, but only if 
the new current expenditures on maintaining sea walls, courts, and so 
on are financed otherwise than by personal taxes. 

52. The third group of government outlays distinguished in the 
present analysis includes war and defense expenditure. However 
essential the war service may be if consumer goods are to be enjoyed, 
it is not here considered to be a consumer good itself. Goal mined to 
produce ammunition to repel the enemy is analogous to the coal 
mined to operate the pumps to keep out the sea water. 

1 But cf. Clark Warburton’s suggestion in Studies in Income and Wealth, VI, 37, and the 
“political services” included in national income in the analysis by Gerhard Colm, “Public 
Revenue and Public Expenditure in National Income,” Studies in Income and Wealth, I, 212- 
16. 

2 Das Deutsche Volkseinkommen vor und nach dem Kriege (Einzelschriften zur Statistik des 
Deutschen Reiches, no, 24), pp. 14-16, 56-60. 

= Ibid., p. 16. Cf. comment by Ernest Doblin, “Measuring German National Tucottip 
in Wartime,” Studies in Income and Wealth, VIII, 181-83. 
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Consequently, in wartime, use of the concept suggested here would 
produce a figure for national income unrecognizably small, in view of 
the practice that has been followed by national income estimators in 
the United States, Great Britain, and other countries. They do not 
deduct the amount spent for war, in computing national income. The 
total national income, as thus recorded, has therefore risen to unpre- 
cedented heights — in the United States, for example, from $78 
billion in 1940 to $161 billion in 1944 (Commerce) in the unrevised 
series, which deducted corporate income and excess-profits taxes. 

53. Perhaps the prevailing refusal to deduct war expenditures in 
computing the national income indicates that in wartime what the 
nation wants to know is not how well off it is but how much effort it is 
exerting.! Interest shifts to national cost (Chapter 1, § 9). For this 
purpose the rules developed up to this point would have to be modi- 
fied. First, as explained in Chapter 1, a factor-price index, not a 
product-price index, would have to be used for inter- temporal and 
inter-regional comparisons. Consequently, the national income rules 
with respect to the government sector (§ 36) would have to be modi- 
fied to the extent necessary to give correct results under the use of a 
factor-price index. When the government supplies a business service 
that lowers private selling prices, neither the before-tax nor the after- 
tax rule, as given for measuring national income, will hold in measur- 
ing national cost. Factor prices do not fall; therefore, no adjustment 
is indicated on this score. As a measure of cost, factor prices, if com- 
puted before taxes, must be totaled without subtraction for govern- 
ment services to business; if computed after taxes, government services 
must be added, whether to consumers or business. Similarly, if gov- 
ernment service is for war or pumping out sea water, for example, 
factor reward must be counted without deducting any taxes or if all 
taxes are deducted, by adding the cost of all government services. 

In wartime, the nation may also want to know what the total cost 
is in a broad sense, inclusive of the wearing-down of its plant and 
equipment. If this information is wanted, then factor rewards should 
be computed before deducting depreciation or depletion; also, inven- 
tory change might be put on a gross basis as between firms. 

Some reason for including war outlays in the tottil of national in- 
come might be found in an analysis of the economic aspects of con- 
quest, a problem not treated here. 


‘ Of. J, M. Clark, The Costs oj the World War to the American People, p. 87. 



THE GOVERNMENT SECTOR 


271 


V. CAPITAL OUTLAY BY GOVERNMENT 

54. The government’s outlay financed by taxation may be of a 
capital nature; that is, the outlay made in one year does not yield its 
service to consumers, or to business, or to the economy generally until 
a later year. 

Consider first an expenditure for a capital asset that, in being used 
up in later years, will render a service to consumers. In the year of 
outlay this expenditure may be capitalized on the government’s books, 
just as it would be in the accounts of a private firm. Real income to 
the full amount of the expenditure is thereby considered to have been 
produced in that year. 

In year 1 the government spends $10,000 in wages to have a park 
created, and increases taxation by $10,000 for that year alone. If 
national income is computed from the factor-payment side, the 
$10,000 wages is, of course, included. If the after-tax method is fol- 
lowed, the anomalous result of an increase of zero in the national in- 
come will be obtained, unless there is added to income after taxes, not 
only the amount spent on current services to consumers, but also 
amounts spent in creating capital assets designed to yield consumer 
services in later years. The before-tax rule, of course, needs no such 
adjustment in order to register the $10,000 of national incomfe. Un- 
der the product approach, the capital asset must be included. 

In each subsequent year there is an imputed item of government 
expense equal to an interest charge on the existing investment. The 
government could have obtained an actual interest income by invest- 
ing the $10,000 in a capital asset in the private sector of the economy, 
an office building, for example. This loss of explicit interest is a cost. 
Since government products are presumed to be worth what they cost 
(for lack of any more precise accounting), the existing investment is 
considered to yield imputed interest to cover this cost. And the im- 
puted interest is considered as invested in the asset, increasing the 
total amount of investment. If the park’s $10,000 value is not de- 
creased by use or unforeseen damage, and if interest is at 4 per cent, 
the government outlay on investment in year 2 includes a $400 im- 
puted interest charge, and government receipts include a $400 im- 
puted interest income from its property. The investment in the park 
is $10,400 by the end of the year. 

In year 3 the park is used up in consumption to the extent of $1000. 
Under the product-approach the government investment item regis- 
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ters a negative amount, — SIOOO; this is offset by an equivalent entry 
under flow of goods to consumers. On the factor-payment side, the 
before-tax and after-tax rules are not, as such, applicable, since the 
government’s expenditure is not financed by taxes. Moreover, there 
is no factor income involved. (The analogous case in private enter- 
prise would be a business concern that sold a product to a consumer 
for just enough to cover depreciation charges, without experiencing 
any otlier expenses.) The before-tax rule nevertheless gives a correct 
result even in this case, since it ignores both the service to consumers 
and the government depreciation. If the after-tax rule is to be used, 
the government depreciation must be included as a negative item, 
since the service to consumers is counted. 

An alternative method of computing is to disregard the capital 
nature of the expenditure and call it a service to consumers in the 
initial year of outlay. The national income is the same except that it 
is understated in later years by the absence of the imputed interest 
income. 

55. The second case is the kind of capital asset that, in being used 
up, wiU render a service to business. For the year of outlay, the ex- 
penditure may be capitalized, and imputed interest added for subse- 
quent years, just as in § 54. In a year when the project is rendering a 
service to business, the amount of the service is computed as the de- 
crease by use in the value of the investment during the year. In com- 
puting national income from the product side, the depreciation enters 
the national income accounts as a negative item, a disinvestment, and 
this time there is no consumption item to offset it. But the per-unit 
cost of the products of private firms declines because of the free service 
from government. The firms may utilize the government service to 
turn out a larger number of units of product, at an unchanged total 
cost (including profits in cost). This means, of course,- a lower selling 
price per unit. The use of a product-price index on the total of pri- 
vate product will inflate it to reflect this physical increment. If the 
decrement from depreciation of the government asset just equals this 
increment to private product, national income for this year is un- 
affected. 

The firms may instead utilize the government service simply to 
decrease their expenses and increase their profit. The selling price of 
private product does not go down. The benefited firms discharge one 
or more of their factors of production; this is the way the firms decrease 
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their expenses. These factors are thus released to increase product 
elsewhere in the system; if they do not find opportunities available, 
national income falls. 

From the factor-payment approach, the before-tax rule considers 
that the depreciation of the government asset is the amount of “serv- 
ice to business” that is to be subtracted under that rule. Alterna- 
tively, the depreciation could be regarded as a negative factor income 
to the government. Either method would give the offset required to 
the positive item produced by the effects of the government service in 
increasing the physical volume of private output. But for simplicity 
in statement of the rules, it is preferable to count the depreciation as a 
service to business. 

As in § 54, tire use of the after-tax rule requires that the wearing-out 
of the government asset be taken into account as a negative item. 
Otherwise there is no way, under this rule, by which the required off- 
set can get into the accounts. 

Again, the government outlay can be treated simply as a service to 
business in the year of initial outlay, though this is a less informative 
method, since the benefit to business does not in fact occur until later. 
The year of initial outlay shows a smaller national income under this 
method than if the expenditure is capitalized, for a service to business 
is not included as such in the national income, and the added output 
by business does not occur until a later year. Correspondingly, the 
national income of the later year is larger than under the capitaliza- 
tion method. No such difference in the two years develops when the 
capital outlay is to provide a consumer service (§ 54): there, the ab- 
sence of imputed interest is the only difference. In general, the fact 
that the capital outlay is to provide a service to business makes it more 
important to decide which method of computation is preferable and to 
follow it consistently. 

56. As to capital outlays for sea walls, battleships, and other serv- 
ices neither for consumers nor business, the decision whether or not to 
capitalize them affects the national mcome of the earlier versus that of 
the later years, and hence is an important one in making short-period 
inter-temporal comparisons. Shall the loss — if it is to be considered a 
loss — represented by having to divert resources to these ends be as- 
signed entirely to the year of outlay or spread over the later years? 
The latter procedure follows the principle implied in capitalization in 
§§54 and 55; namely, that as long as the asset still exists in some 
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economic sense, it reflects an addition to national income. Then in 
the years of use the depreciation will be entered as a negative national 
income item, with no offsetting entry anywhere else in the system. 
But the capitalization principle was applied in §§ 54 and 55 because 
some benefit was to be registered, either to consumers or business, in a 
later year. In the present case, no benefit is registered in later years. 
It would seem preferable to write off the loss in the year of outlay, 
which would then show an increment of zero net national income 
instead of a positive increment; and the later year would show a zero 
increment instead of a negative one. 

Under the factor-payment approach, the before-tax rule will de- 
duct the depreciation item, or the initial outlay item, as being the 
amount of services other than to consumers. The after-tax rule will, 
as usual, call for a special negative item.^ 

VI. TRANSFER PAYMENTS 

57 . Some outlays by the government yield it nothing in return that 
can be put to use as a current service to consumers, a current service to 
business, or a general overhead service of government, or that can be 
capitalized as a government investment. These outlays, which do not 
provide services, and therefore are called mere “transfer payments,” 
are of two types: gifts, and cancellation of already existing money 
claims. The relief payments that the government makes to the indi- 
gent are gifts, not in any moral or even political sense, but merely in 
the economic sense that no productive activity is done for the govern- 
ment in return. When the government redeems one of its bonds, it 
pays out money and gets in exchange a cancellation of a money claim 
against it. Here again, the government outlay does not result in any 
one of the three types of service. Transfer payments are disregarded 
in computing national income (but, defined more narrowly to exclude 

^ For the extent to which current computations attempt to distinguish capital outlay by 
government, see Chapter 6, §§ 27, 29, and Chapter 11, Table 53. 

Lack of agreement between the official national income analysts of Canada, Great Brit- 
ain, and the United States on “the desirability and feasibility of dividing the government 
accounts between a capital account and a current account ... is responsible for nearly 
all the . . . differences between the proposed methods of measuring national income and 
national product in the three countries. , . .” Edward F. Denison, “Report on Tripartite 
.Discussions of National Income Measurement,” Studies in Income and Wealth, X, p. 1-4 
(mimeograph). On imputation of interest, and depreciation, see ibid., pp. 1-9 — I-IO. 

“So far as the author knows Denmark is the only country where the Government 
actually prepares armual balance sheets of all Government-owned property.” J. B. D. 
Derksen, A System of National Book-keeping [in the Netherlands], p. 13. 
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debt redemption, they are included in “income payments to individ- 
uals” — see Chapter 10, § 3). 

Even if additional tax revenue is raised in either case, the national 
income is not affected. If national income is computed as factor in- 
comes before deducting taxes, minus government services other than 
to consumers, the total is unaffected by either the tax-relief or bond- 
redemption transaction, and the before-tax rule stands without modi- 
fication. Under the product approach, no positive or negative item is 
entered. 

But if national income is computed as factor incomes after tax, plus 
government services to consumers, a spurious decrease in 'national 
income will be recorded. Hence the after-tax rule must be modified 
to read; Take factor payments after deducting taxes, and add govern- 
ment services to consumers and government transfer payments. The 
rationale of this rule, for the treatment of bond redemption, is that the 
decrease in the income of the taxpayer is matched by a decrease in the 
liabilities of persons generally in this economy, a decrease equal to the 
bond cancellation. It is not possible to say just who is benefited — 
that is, whose liabilities are reduced. The very existence of the gov- 
ernment debt was an indication that the allocation of the ultimate 
liability for some previous real expense met out of the proceeds of the 
loan had not yet been settled. It is now settled by the tax on the par- 
ticular taxpayers involved, and no one can specify the persons who 
thereby escaped having more of the burden of the settlement fall on 
them.^ 

58 . The government may levy taxation to purchase an already 
existing asset — a parcel of real estate or a case of canned goods, for 
instance — instead of employing labor or renting capital equipment. 
This kind of outlay does not give rise to national income directly 
(except as a profit is recorded on the sale). If real estate is purchased, 
the outlay is sometimes called a transfer expenditure. 

To extend the term “transfer expenditure” to tliis case may cause 
some confusion. Two possibilities must be distinguished; the asset 
does or does not come opt of inventory. If it does, the national income 
can be computed without error under the rules given through § 56; 
that is, without utilizing the transfer-payment modification. 

Under the factor-payment rules, if income payments are taken after 
taxes, the purchase creates no income, and the tax creates a negative 

^ Cf. Robert Murray Haig, Financing Total War, pp. 10—16. 
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entry, which is canceled either (a) by an increase in the government’s 
capital assets; (b) by an increase in government services to consumers; 
or (c) if the government uses up the asset in rendering a service to 
business, by a rise in profits or reflation by a product-price index. If 
the asset is used up in rendering a general-purpose service, the nega- 
tive entry is, properly, not offset; there is a negative increment to 
national income. 

If income payments are taken before deducting taxes, the govern- 
ment transaction does not change any of the items unless the asset is 
used up (a) in rendering a service to business, in which case the nega- 
tive entry required by the before-tax rule is counterbalanced by the 
rise in profits or by the reflating index; or (b) in rendering a general- 
purpose service, in which case the negative entry is, properly, not 
counterbalanced. 

Under the product rule, the negative investment item, a net decre- 
ment in inventory, is offset by a government-purchase item, unless the 
asset is used to render a service to business or a general-purpose serv- 
ice, in which cases the remarks immediately above apply. 

If the asset does not come out of someone’s inventory — but is still 
purchased by the levy of taxation — neither of the factor-payment 
rules needs modification, for they do not take account of inventory 
change. But the product approach, which adds or subtracts net 
change in inventory, will lack a negative item that it should have. 
The defect can be remedied by omitting an equal positive item, gov- 
ernment purchases. But if the asset is used up by the government in 
rendering a service to business, it is not to be counted among govern- 
ment purchases in the product approach, under the rules suggested 
here (§36). The positive clement appears instead in the larger pro- 
fits, or in the increment added by reflation with a product-price index. 
The only remedy is to make a lump-sum adjustment. Consequently, 
to the extent that the government purchases assets not out of someone’s 
inventory and uses them up in serving private business, a negative 
item of that amount must be entered as a general adjustment, in com- 
puting net income. In practice, it will probably not be feasible to 
ascertain the amount of adjustment thus needed; fortunately, it is 
probably small. 

If the asset is used up in rendering a general-purpose service a simi- 
lar negative adjustment is needed; otherwise the proper decrement to 
national income will not be registered. 
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VII. SUBSIDIES 

59. A government subsidy is ordinarily an amount paid to a busi- 
ness firm to induce it to offer its product for sale at a lower price than 
it otherwise would. The result is usually a larger physical volume of 
sales of that firm’s product. 

A subsidy can be considered a government service to business, 
rendered not in kind but in money. As such, it can be treated in 
national income statistics in the same manner as other services to 
business. For example; The government taxes individuals to obtain 
money to "subsidize the production and sale of a product. The sale 
price of that product declines as a consequence, and more units are 
sold, resources being shifted to tliat field to lift production there. 
Total national income is unchanged. The national income computa- 
tions produce an unchanged total, since reflation by a product-price 
index will offset the decrement in national income registered under 
the after-tax rule through subtraction of the new tax, or under the 
before-tax rule through the subtraction of services to business. 

If the subsidy is paid to tire consumer, it is a species of transfer pay- 
ment and, as such, may be accounted for under the rules suggested in 
§57. 

Consequently, no specific reference to subsidies will be made here- 
after in this volmne. Subsidies will be understood to be included 
either in services to business or in transfer payments to individuals. 

Both the Department of Commerce and the British White Paper 
include subsidies to private business in national income but not in 
national product (at market values) (§ 40). In the Commerce 
accounts, subsidies are entered as a negative item in computing 
surplus of government enterprises (§ 38), because subsidies paid 
through federal government enterprises have not been segregated 
from other expenditures of these enterprises.^ 

VIII. GOVERNMENT BORROWING 

60. If the government finances its outlay by borrowing, the na- 
tional income for the year of outlay should be recorded at the same 
total as if taxation had been employed. For the economy as a whole, 
the difference in financing implies no change in material welfare. 
Under the product approach, no change is required in the rule as 

U.S. Department of Commerce, MatiomL Income arid Product Statistics for the United 
States, 7929-46, p. 23 (mimeograph). 
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developed up to this point. Under the factor-payment approach, no 
change is required if the before-tax method is used. It is still necessary 
to subtract, from factor payments before taxes, an amount equal to 
business services rendered, in order to make the total consistent with 
the adjustment that will be made by an index of product prices. 

But if the after-tax method of the factor-payment approach is used, 
the loans to the government must be deducted along with the taxes. 
Consider, for example, in the hypothetical economy above (§5), that 
the government (A and A'), producing a service for consumers, is 
financed half by taxation — $25 each from B, B', C, and G' — ■ and 
half by $25 loans from each. If the after-tax method is employed, and 
all the consumer service is added to get the national income, the latter 
will be overstated by $100. 

In this particular illustration, the deduction of loans in computing 
net factor payments could be avoided by modifying the rule to read 
". . . add that proportion of government services to consumers that 
is financed by taxes.” But if part of the services (say, $100) is to busi- 
ness, and part (say, $200) is to consumers, and if a part (say, $50) is 
borrowed and part (say, $250) is obtained in tax, it is not possible to 
determine how much of the service to consumers is financed by taxes.^ 
Conseqiiently, if taxes are to be deducted from factor payments, and 
hence certain government outlays are to be added, it is necessary to 
deduct loans to government too, if the correct total of national income 
is to be reached. 

Correspondingly, if the government redeems an obligation, the 
after-tax rule must add an amount equal to the redemption. If a 
government takes $100 in taxes from A to redeem a bond held by B, 
no national income, either positive or negative, is thereby produced. 
If A’s income is counted after taxes, the $100 must be added back at 
some stage — ’ presumably as a lump-sum adjustment at the end of the 

' Suppose that A and A', as government, produce services to consumers, and B', as 
government, produces a service to the business firm B, whose sales receipts decline to $100 
as it halves its selling price because of this free service. The $300 government outlay is 
financed $250 by tax and $50 by lorm. The taxes are: $25 on A, $25 on A', and $50 each 
oh B, B', O, and C'. The loan is $50 from G. The index of final-product prices, including 
the government final product of $200, declines fi-om 600 to 500. Under the before-tax 
rule, the national income equals the factor payments ($600) minus the service to business 
($100), inflated by the price index 6/5, or $600, as it should. Under the after-tax rule, 
factor payments after tax are $350. Adding consumer services gives $550, and inflating 
by the price index overstates the national income, which is $600. What is needed is to add 
to $350 just $150 out of the $200 service to consumers. But there is nothing in the tax-loan 
ratios that produces this required fraction of three fourths. 
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computations — to avoid understating the national income. If the 
suggestion in § 57 is followed, the adjustment will be made by treating 
the debt repayment as a “transfer payment.” 

61 . Although these modifications of the after-tax rule are unobjec- 
tionable for reaching a total, they give ambiguous results when in- 
dividuals are distributed according to their income. Individual A 
has an income of $3000, pays $400 income tax, and lends $300 to the 
government. His factor income after taxes and loans is $2300, but it 
is difhcult to find much significance in this figure considered by itself, 
except as a measure of the year’s addition to the individual’s power of 
buying or lending or accumulating cash aside from loans to govern- 
ment. Certainly it is no measure of that part of his factor payments 
that is freely disposable by him; only taxes should be deducted for that 
concept. Nor is it a measure of his material welfare; even if the con- 
sumer services he gets from government were added, the result would 
understate his share in the total product of the economy by the 
amount of the loan. Individual B has an income of $3000, pays $400 
income tax, and lends $5000 to the government. The principles in- 
volved are the same as for A, but the negative amount of income after 
taxes and after loans (-$2400) highlights the danger of misinterpret- 
ing this figure considered by itself. If the government borrows from a 
bank, the bank’s “income after taxes and after loans” would be a huge 
negative amount in times of a rapidly expanding government debt. 

IX. DIRECT CREATION OF NEW MONEY BY THE GOVERNMENT 

62 . The government may create its own money directly, as in print- 
ing currency, instead of having the money created for it by the sale of 
its bonds to the banking system (Chapter 8, § 11). The after-tax 
after-loan rule, literally interpreted, is then inadequate. The only 
possible procedure is a lump-sum adjustment by subtracting an 
amount equal to the newly created money. Similarly, if the govern- 
ment literally destroys money, as in the burning of old currency, the 
after-tax rule must include an addition of this amount. 

X. CHANGE IN GOVERNMENT CASH BALANCES 

63 . Up to this point it has been implicitly assumed that, however 
the government obtained its money, it spent all of that money during 
the time period under consideration. The rules must be expanded to 
cover changes in the government’s cash balances. The approach 
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from the product side is obviously not affected. On the factor-pay- 
ment side the before-tax rule is not affected either. But the after-tax 
rule must be modified, since taxes may be imposed merely to build up 
the government’s cash balance. Likewise the government may bor- 
row or create new money merely to build up its balance. And it may 
draw on its balance to decrease taxation, redeem debt, or destroy 
money. The after-tax rule must include a positive adjustment for an 
increase in the government’s cash balance and a negative adjustment 
for a decrease. 


XI. RECAPITULATION OF THE THREE RULES 

64. The before-tax and after-tax rules under the factor-payment 
approach may now be stated as follows; 

Before-tax rule; Take all factor payments before subtracting any 
taxes, and subtract an amount equal to (a) the value of the govern- 
ment’s service to business plus (d) the value of the government’s gen- 
eral-purpose services. 

After-tax rule: Take all factor payments after subtracting all taxes; 
add an amount equal to {d) the value of the government’s services to 
consumers plus (i) the government’s outlays on capital assets on a net 
basis (that is, after subtracting depreciation on government assets) 
plus (c) government transfer payments; subtract an amount equal to 
(d) all loans to the government, whether by banks or others; {e) sub- 
tract or add the amount of money created or destroyed, respectively, 
to the order of the government; (/) subtract the decrease or add the 
increase in the government’s cash balance.^ 

The term “factor payments” as used in these definitions includes 
imputed interest on government assets. 

The two factor-approach rules and the product rule are summar- 
ized in the accompanying tabular resume (pages 282-83). 

XII. GOVERNMENT INTEREST PAYMENTS 

65. The interest paid on government debt raises some difficult issues 
both of definition and of measurement, 

1 The before-tax and after-tax rules, in their final form, including adjustment for loans 
to government, may be expressed symbolically as follows: I = income of factors before 
deducting any taxes; T = all taxes; C = government services to consumers, capital forma- 
tion, and transfer payments; S = otlier government services'; B = government borrowing; 
M = new money created directly by the government; L = increase in government’s cash 
balance; and G-+-S=T-t-B+M — L, National income under the before-taxes rule is 
I — S. Under the after-taxes rule, itisi— T-f-C— B— M-pL. The two expressions 
are identities. On p. 283, for simplification, B includes M and — L. 
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The amount of national income is not influenced, by the form in 
which private business firms finance the acquisition of their durable 
assets. If a business concern constructs a building with a useful life of 
twenty years, depreciating one twentieth in value each year, the na- 
tional income is the same, whether the concern boiTows the money to 
construct the building, or uses its own money, or rents the building 
from another. The operating income available to investors is the same 
in either case. It appears in the national income either as interest, 
net rent, or profits. 

Suppose bonds are issued to individuals. It does not matter whether 
the bonds are for ten, twenty, or thirty years. If they are ten-year 
rather than twenty-year bonds, the profit item of the last ten years of 
the life of the building is greater and the item, “interest received by 
individuals,” is correspondingly less. If the bonds are for thirty years, 
the item, “interest received by individuals,” is offset during the ten 
years following abandonment of the building by a corresponding 
entry of loss for the concern. 

Similarly, in principle, the method of financing used by the govern- 
ment should not alter the total national income for any of the years if 
the underlying physical realities are the same under all the financing 
methods. This principle will not be realized in practice, however, if 
the actual interest payments of the government are counted in na- 
tional income. Unlike private enterprise, government compiles no 
net profit statement, where any change in interest paid is accompanied 
by a countervailing change in profit. The only way to make tlie total 
of national income independent of the government methods of financ- 
ing is to disregard actual interest paid. On the other hand, interest 
on the current, depreciated value of each durable asset of the govern- 
ment’s must be imputed, no matter what methods of financing have 
been used in constructing it. “Durable” need not mean tangible. 
Just as a business firm may have a durable asset in a patent right or 
good will, so a government outlay on service alone may have an effect 
on the economic situation of later years. 

66 . By obtaining imputed income through ownership of a durable 
asset, the government dispenses with certain money flows. It does 
not need to raise taxes and it pays nothing to private enterprise or 
individuals for goods or services. These payments are implicit, and 
must be entered, if the rules for computing national income, rules 
that are based on money flows, are to be applicable. The imputed 
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interest on government property may therefore be imputed to the 
individuals in the economy as a collective group, and they may be 
considered to pay this income back to the government as imputed 
taxes, in return for the service rendered by the government-owned 
assets, so far &.s this service is measured by the amount of imputed 
interest. 

The after-tax rule must take into account the interest income 
imputed to individuals, and their imputed tax payment. The before- 
tax rxale needs to take account only of the first item. Under the 
product approach no imputed payment is recorded, but the service 
itself is entered. 

67. Should interest on a war debt be included in national income? 
Under the view taken in § 65, no interest can be counted unless there 
is an asset in existence, tangible or intangible. If war expenditures 
are considered to create assets, an imputed interest may be calcu- 
lated.^ But in any case the actual payment of interest is to be disre- 
garded. Interest as a payment for time preference or liquidity 
preference is not included in national income (Chapter 1, § 20; 
Chapter 5, § 24) , 

68 . The British White Paper includes in national income the inter- 
est on local debt but not on central government debt, because most of 
the latter is war debt and hence does not reflect currently existing 
assets.^ This procedure is in principle an approximation to imputing 
interest on government buildings and other assets (§65). 

The Commerce Department has recently moved to the British point 
of view and even gone beyond it. In its forthcoming revised series on 
national income, the Commerce Department will exclude interest on 
all government debt, federal, state, and local, on the ground that the 
interest payments do not reflect currently produced goods or services.® 
In its national income series published up to the present time, all 
government interest paid to individuals is included. This procedure 
has been supported by the argument that the creditor is rendering a 
current service in giving the government the use of his money Cer- 

1 For some possible treatments of war output as capital formation, see Simon Kuznets, 
National Product in Wartime, part I. 

2 Cmd. 6623, pp. 6-7 (1945). 

2 Edward F. Denison, “A Report on Tripartite Discussions of National Income Measure- 
ment,” Studies in Income and Wealth, X, p. 1-8 (mimeograph). 

^ Milton Gilbert, “U.S. National Income Statistics,” Economic Journal, April, 1943, pp. 
81-82. Cf. the reasoning by J. R. Hicks and U. K, Hicks, supporting exclusion of the bond 
interest, that “the services for which [the war debt interest and war pensions] , . . are a 
deferred payment . . . went to produce past output. . . .” “Public Finance and the Na- 
tional Income,” Review of Economic Studies, February, 1939, p. 151, 
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tainly an interest payment cannot be put in the same class as a relief 
payment. It is not a transfer payment in the sense of being a gift. 
The question remains, however, whether it is not a mere payment 
made because of the government’s time preference or its desire for 
liquidity, or its unwillingness to settle currently how the burden 
should be distributed (§ 57), not because the payment of interest 
accompanies a reallocation of resources that increases total output of 
goods and services. If the cause of the payment is not the last one 
just mentioned, exclusion of the interest is justified unless the concept 
of production is broadened (Chapter 1, § 20). 

Kuznets does not have to answer the question posed here, for he 
treats the government as a business enterprise, earning a profit or 
making a loss, and therefore the recording of the interest payment 
does not overstate the national income; The interest is included in 
the incomes of the individuals who receive it, and is subtracted in 
computing the government’s profit or loss (saving or dissaving) . 

XII!. LOSS OF BENEFIT VERSUS SHIFTING OF TAX 

69 . The economic struggle to pass on a tax to someone else is 
paralleled by an economic struggle to retain the benefits of a free 
government service. If the amount that each individual pays in tax 
is about equal to the value of the government service received, there 
may be little or no contest. But if the service and the tax are distrib- 
uted in different proportions, the issue becomes evident. Suppose 
that a uniform tax is imposed on B, B', G, and G' to finance services to 
consumers, as in § 7, but that the services are divided between the 
consumers B and G, none going to B' and G'. Then B and C may find 
it difficult to avoid losing some of the benefits. They are in a particu- 
larly favorable position, each receiving $50 of money income after tax 
and $100 of government service, or $150 altogether, compared with 
$100 before the tax was imposed and the service rendered. They may 
lose part of the benefit by being forced to pay higher wages to B' and 
G'. If B' and G' were paid $150 wages each instead of $100, and still 
paid $50 tax each, the relative situations as they existed before the tax 
would be attained. B' and G' would be getting $100 each (money 
income after tax, no government services), and so would B and G (zero 
money income after tax of $50, plus $100 in government services). 

The matter of terminology is somewhat troublesome here. If B and 
G do have to pay more to private sectors of the' economy, as an offset 
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to their disproportionate sharing in government services, it would 
not be felicitous to label this action a “shifting” of the government- 
expenditure benefit to B' and G', for “shifting,” in public finance, has 
always implied the passing on of a burden, not the slipping away of a 
benefit. Some new term is needed. Perhaps the simplest is the best: 
the recipient of the government benefit loses it, indirectly, through 
being forced to accept lower factor prices or pay higher product 
prices. “Losing the benefit” is then an action parallel to, but moving 
in the opposite direction from, “shifting the tax.” An alternative 
terminology might use “government expenditure” as a synonym for 
“benefit” (without necessarily implying any benefit for society as a 
whole); the individual might then be regarded as “losing the govern- 
ment expenditure,” or, for short, “losing the expenditure.” 

70 . In some cases an economic effect of a public finance measure 
may be described either as a shifting of a tax or as a loss of benefit be- 
cause the one may be indistinguishable from the other. The immedi- 
ately preceding illustration is a case in point. Before the tax and 
service are introduced, B, G, B', and G' each receive and spend ®100. 
Under the tax and service, but before any change in factor price.? or 
product prices has occurred, B and G each receive $100 in money 
income (profits), pay $50 tax, and receive $100 in government serv- 
ices; and B' and G' each receive $100 in money income (wages), pay 
$50 tax, and receive no government services. Thereupon, B' and G' 
obtain an increase of $50 in money wages (their tax does not increase), 
regaining their pre-tax, pre-service economic status. This $50 change 
in the factor price, wages, may, so far as appearances go, be described 
either as a shifting, by B' and G', of their $50 tax payments, or as a loss, 
by B and C, of $50 of their government service. 

In other cases, however, the shifting of a tax may be clearly dis- 
tinguishable from the loss of a benefit. A tax may be levied on one 
segment of the economy, which shifts it to another, to finance a service 
rendered to still a third segment, which has no close economic connec- 
tions with the first two segments, but which is forced to yield the bene- 
fit to a more powerful fourth segment. Two sets of changes in factor 
prices or product prices would be recorded. 

For example, A and A'' work half-time for the government produc- 
ing a consumer service for G, financed by a tax of $100 on B'. The 
wages of B' are raised $50 and those of G' are raised $50 as a partial 
return toward the former relative economic’ positions within each 
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industry. The increase in the wages of B' is clearly a shifting of tax 
by B^, not a loss of benefit by B, for he is receiving none. And the 
increase in the wages of C' is clearly a loss of benefit by C, not a shift- 
ing of tax by C'. 

71 . There is nothing in the loss of a benefit that requires a change 
in the after-tax or beforc-tax rules for consistent computation of 
national income totals from one period to another (or one nation to 
another). 

72 . In contrast to the shifting of taxation, the loss of benefit has not 
been studied to any appreciable extent either in economic theory or 
in the literature of public finance. The most obvious reason for this 
difference is that, while it is always clear who pay and who do not pay 
a particular tax in the first instance, and just how much each person 
pays, it is usually difficult to divide the community into those who do 
and those who do not “benefit in the first instance” (the meaning of 
that phrase is vague in this case), and it is usually impossible to ascer- 
tain by how many dollars any one person benefits. The “benefit re- 
ceived” figures assumed in §§69 and 70 imply a degree of knowledge 
that is usually not in fact possessed.^ 

XIV. CHANGES IN EFFICIENCY OF GOVERNMENT FACTOpS 

73 . Government employees may work less intensely or less effi- 
ciently in one period or country than in another.' But if, as is neces- 
sarily the case for the most part, they are paid on a time-wage, not a 
piece-rate, basis, the difference in output per worker will not be re- 
flected in the national income totals. Working the same length of 
time, the employees are credited with producing the same amount of 
income (at a given wage rate). In a private concern the drop in 
output per worker would be reflected in a higher cost per unit of 
product. This higher unit cost would reduce the national income 
total either through reducing profits or, if the cost were passed on to 
the consumer, through the deflation required by the higher price 
index. Since government output usually has no sale price, changes 
in output per employee cannot be reflected either in “profits” under 
Kuznets’ concept (Chapter 5, § 57) or in a price index. 

* For a detailed analysis of the distribution of government benefits in, Great Britain in 
1937, see Tibor Barna, Redisiribution of Imomes through Public Finance in 1937, chap. XVI, 
where the public expenditure on goods and services is classified under “divisible benefits” 
and “indivisible benefits,” 
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So far, no measures have been devised to make even a rough allow- 
ance for time or regional differences in output per government em- 
ployee, and a substantial degree of ambiguity is thus present in all 
comparisons of national income totals.^ 

^ There is an extensive literature on the treatment of the government sector in national 
income analysis. For citations and summaries, as well as an independent analysis, sec 
Gottfried Habeiier and Everett E. Hagen, “Taxes, Government Expenditures, and Na- 
tional Income,” Studies in Income and Wealth, VIII, 3-31. In most respects the analysis in 
the present chapter agrees closely with that of Haberler and Hagen. For recent discussions 
in the United States other than those cited elsewhere in this chapter, see the following 
papers in Studies in Income and Wealth: Clark Warburton, ‘TV; Treatment of Government 
Revenues and Services in the Measurement of National Income,” pp. 83-92 in his “Ac- 
counting Methodology in the Measurement of National Income,” vol. I; Gottfried Haber- 
•ler, “The Treatment of Government Services,” pp. 142-47 in his “National Income, Sav- 
ing and Investment,” vol. II; John Lindeman, “Income Measurement as Affected by 
Government Operations,” and discussion by Clark Warburton and Morns A. Copeland, 
vol. VI. See also Tiber Barna, Redistribution of Incomes through Public Finance in 1937, 
pp. 15-25, and chap. II. The problems raised by war expenditures are analyzed by 
John Maurice Clark in The Costs of the World War to the American People, especially Chap- 
ter VI. 




1 . Saving may be done by all of the three groups in the economy: 
individuals, business firms, and government. Investment, also, may 
be accomplished by all three. The present chapter examines the 
relative amounts of saving by each group, and the implications of the 
fact that total saving, by definition, equals total investment. The 
modifications in the analysis made necessary by the government’s 
accounts are described. Finally, individuals’ saving is studied in the 
light of the distribution of families according to size of income. 

I. EQUALITY OF SAVING AND INVESTMENT 

2 . In each of the transactions in the hypothetical economy of 
Chapter 2, neither party usually invests the same amount that he 
saves. For the two parties together, however, the amount of saving 
on any one transaction always equals the amount invested. The 
equation, saving = investment, is an identity, not a conditional equa- 
tion; it follows from the definitions adopted. For the private economy 
alone, investment is defined as net output minus consumption. Net 
output is the same as net income, and “consumption,” in this termi- 
nology, is expenditure on consumption. Saving is defined as net 
income minus expenditure for consumption. Thus, saving and in- 
vestment are defined alike and obviously must be identical in amount. 

Likewise, of the three groups, individuals, business firms, and gov- 
ernment, no one group saves the same amount it invests except by 
extraordinary coincidence. But the three together necessarily save 
the same amount they invest. 
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3 . The persons that make the plans for investment, generally busi- 
nessmen, are not entirely the same group that make the plans for 
saving, largely consumers. The total amount planned for investment 
for a prospective period of time, say a year, cannot therefore equal 
the total amount planned for saving in thq same period of time 
except by a highly unlikely coincidence. Indeed, many firms and 
consumers are planning only for a few months or weeks ahead, or 
not really planning at all. 

Aside from changing the physical volume of production, there are 
two ways in which planned (ex-ante) saving and investment may be 
reshaped so that actual (ex-post) saving and investment are equal. 

A consumer who is to receive a certain income during the year 
has been planning to spend it all. At some time within the year he 
changes his plans and decides to save $100. He engages in no in- 
vestment at all, in the national income sense; he keeps his saved 
money in currency or in the bank or exchanges it for other money 
assets. Compared with the situation that would have developed under 
his original plans, there is $100 more of saving by him. Consequently, 
there must be $100 more of investment or $100 less of saving by 
someone else. Only so can the equality of total net saving and total 
net investment be maintained, if the physical volume of production 
is not changed. By spending $100 less, the consumer causes a decrease 
of $100 in the sales of business firms. The decline in dollar sales can 
occur in one of two ways: by a decline in the physical volume of sales, 
the price per unit remaining unchanged; or by a decline in the 
price, the physical volume remaining unchanged. There can, of 
course, be a combination of the two ways. 

If the decline in sales takes place wholly through a lowering of 
the price, the physical volume of sales remaining unaltered, the firm 
will end the year with the same inventory as if the consumer had not 
decided to save $100. But its dollar sales will be $100 less, and it will 
consequently show $100 less of profit (or $100 more of loss). Since its 
income is $100 less, its saving, or the saving of its proprietors, is $100 
less. This decline in saving offsets the increase of $100 in the con- 
sumer’s saving. Total saving and net investment each remain un- 
changed. 

If the decline in sales is wholly in physical volume, price remaining 
unchanged, the business firm will end the year with an inventory of 
finished goods having a book value of $100 more than if the con- 
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sumer had not changed his plans. Hence the business concern will 
show $100 more of investment (or $100 less of disinvestment) for the 
year. The consumer has forced the business firm to invest in $100 of 
inventory. Total saving and investment have each increased $100. 
Consumption expenditure has dropped $100. 

This latter illustration oversimplifies the analysis by assuming that 
the inventory is sold at its book value. If a customary margin of 
profit of, say, 25 per cent is obtained, the decline in spending by $100 
causes an increase of $80 in inventory (investment) and a decrease 
of $20 in the firm’s profits and hence its saving. 

Employment, under the assumption of no change in the physical 
volume of production, has not been decreased at all this year; but 
next year the business firm, in view of its unexpected inventory carry- 
over, may plan to employ fewer workers or work shorter hours. 

II. CHANGES IN DEFINITION OF SAVING NECESSITATED BY GOVERNMENT 

SECTOR 

4 . Two redefinitions of saving are required by the presence of the 
government. First, the saving of an individual or corporation is 
defined as income minus, not merely consumption expenditures or 
dividends paid, but also taxes paid. Second, a concept of government 
saving is introduced: tax revenues minus current expenditures (expen- 
ditures that are not for investment). The validity of these definitions 
may be shown by considering the simplest possible single transactions 
in which the government may be involved. 

(1) The government collects tax revenue and adds to its cash bal- 
ance. The taxpayer does not decrease his expenditures. Then the 
decrease in the taxpayer’s saving is matched precisely by the increase 
in the government’s saving. Since the transaction involves no change 
in investment, total investment in the economy still equals total 
saving. There is no increase in the national income in this example. 

(2) The government draws on its cash balance to hire a worker 
from the unemployed. The worker’s product is a service to con- 
sumers. The worker saves his income. The government dissaves an 
equal amount. Investment is not affected. National income in- 
creases by the amount paid to the worker (see the two factor-payment 
rules in Chapter 7, § 64) and takes the form of an increase in con- 
sumption of the government services. 

(3) The government service is rendered to business, thereby en- 
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abling it to turn out more product at the same price. The results 
are the same as in the immediately preceding case, except that it 
cannot be said whether the addition to income takes the product 
form of consumer goods and services or investment goods until the 
nature of the product made by the private business firm is specified. 

(4) The worker in case (2) is engaged in a general-purpose activity 
— the sea wall, for instance. Dissaving and saving are the same as in 
case (2). But if the reasoning suggested in Chapter 7, §§ 46-50, is 
adopted, there is no addition to the national income. 

(5) The worker creates an investment object, like a park, for the 
government. The govermnent does no dissaving, since it now makes 
no current expenditure. The saving of the worker is matched by the 
investment of the government. 

If the new government employee is assumed to come from those 
already employed in private enterprise rather than from the unem- 
ployed, the possible changes in saving and investment become more 
complex, but the equality of total saving and total investment is still 
preserved. 

5 . The definitions of saving stated above are those used by Kuznets 
and the British White Paper. The definition of the saving of an indi- 
vidual or corporation is also the one used by the Commerce Depart- 
ment; and the definition of saving by government presumably would 
have been used by the Commerce Department if it had computed an 
item of government saving. 

This definition of government saving, unlike that for individual or 
corporate saving, is not in terms of the saver’s income. Whether the 
excess of tax revenues over current investment should also be con- 
sidered an item of income (government “profit”) is a separate issue, 
one on which Kuznets and the White Paper, for instance, differ. 

The Commerce Department is the only one of the three that has 
not computed a continuing item showing total saving, including gov- 
ernment saving or dissaving (government surplus or deficit on current 
account) . Hence it has not shown a continuing series of total invest- 
ment equal to total saving. But Table 30 (in Chapter 6), presents 
data on approximate private net capital formation and gross public 
construction, which together give a very rough impression of the 
volume of total saving. Moreover, in its revised series. Commerce 
shows the government “deficit or surplus on income and product 
transactions” as one of the entries in its “Balance of Gross Saving 
and Investment” account (§ 12 below, and Chapter 3, § 12), 
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Kuznets estimates the amount of profits of unincorporated firms 
that is retained in the enterprises (“entrepreneurial savings”), the 
remainder being “entrepreneurial withdrawals.” These estimates 
are subject to a considerable margin of error.^ In the Commerce 
Department series these undistributed profits of partnerships and 
sole proprietorships are a part of “net savings of individuals.” 

Kuznets subtracts, from net capital formation as estimated under 
the product approach, direct estimates of saving- by corporations, 
government, and unincorporated concerns, and the remainder is the 
saving by individuals, or, as he expresses it, “savings by individuals 
that became embodied in capital formation.” ^ Consequently, sav- 
ing equals investment in Kuznets’ series, as in the others. Kuznets 
notes several reasons why individuals may commonly consider their 
saving to be different from that obtained under the national income 
computations.^ 

The staff of the Securities and Exchange Commission, in estimating 
the volume of saving in the United States, also adopts definitions of 
saving and investment whereby the two amounts are always equal. ^ 

The British White Paper, although not referring specifically to the 
Keynesian definitions of saving and investment and the implications 
of the equality of the two quantities, clearly utilizes them in its dis- 
cussion of those two magnitudes. 

6 . The amount of saving and investment recorded by the govern- 
ment depends on whether account is taken of depreciation of govern- 
ment assets, and imputed interest on those assets. 

Depreciation is disinvestment. It is also an imputed expenditure. 
This imputed expenditure, like a money expenditure, is either for 


^ Kuznets, National Income and Its Composition, II, 405, 447, 449, and part IV, National 
Bureau of Economic Research. 

2 Ibtd., I, 276, Table 39. 

® Ibid; I, 277-78. Kuznets nowhere refers to the Keynesian definitions of saving and in- 
vestment and the implications of the equality of the two amounts. Cf. also his definition of 
national income as “expenditures and savings of consumers plus outlays of enterprises 
financed from their undistributed profits” {National Income: A Summary of Findings, p. 1). 
Taken literally, this seems to exclude corporate saving in so far as it is represented by an 
increase in the corporation’s money holdings. However, neither this definition nor the 
views on saving attributed to individuals are intended to imply any inequality of total 
saving and total investment as defined by Kuznets’ tabulations, assuming, of course, that 
both the saving and investment totals are computed on the same price level (letter to the 
present writer). 

* R. W. Goldsmith and Walter Salant, “The Volume and Components of Saving in the 
United States, 1933-1937,” Studies in Imome and Wealth, III, 219. See also the discussion 
by M. A. Copeland, ibid., pp. 295-300, and Walter Salant, ibid., pp. 305-311. 
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investment in some other asset (as where the government wears down 
its own cement plant in building its own highways), or for supply- 
ing a service to consumers (as where pleasure vehicles wear down 
the highway), or to business firms (as where trucks wear down the 
highway), or for a general-purpose activity (as where a sea wall is 
worn down by the waves). As an imputed expenditure, depreciation 
creates dissaving, with one exception, and thereby decreases the 
government’s saving and investment by equal amounts. The only 
exception occurs when the depreciation produces a rise in the value 
of another government asset, and therefore causes no net disinvest- 
ment. In this case there is no net dissaving either; the imputed ex- 
penditure (the depreciation) is not a current expenditure. 

Kuznets’ series is the only one of the three that takes account of 
depreciation of the government’s assets. 

If imputed interest on the government’s assets is taken into account, 
the definition of government saving (§4) must be refined by adding 
“imputed interest” to “tax revenues.” And “expenditures,” current 
or capital, must be understood to include an imputed element equal 
to the imputed interest. None of the three series — Kuznets’, Com- 
merce, and British White Paper — includes imputed interest. 

7. Although a failure to take account of depreciation or imputed 
interest on government eissets in no way upsets the equality of total 
saving and total investment, it does affect the total of these items, as 
already indicated. It also affects the total of national income. For 
example: Taxpayer T starts the year with $1000 in cash, receives 
no income during the year, and spends nothing. The government 
takes $400 in tax from him and with it hires employee E to build an 
asset that renders no service to anyone during the current year, but 
will render a service to consumers to the extent of $40 a year for the 
next ten years. An improvement in a city p^k might be an example. 
During the current year, income is $400 (employee E), saving by 
employee E is $400, dissaving by taxpayer T is $400, and saving by 
the government is $400. Investment is $400. So far, depreciation 
and imputed interest have not entered the problem. 

In subsequent years, as the park improvement is used up by con- 
sumers, the government’s accounts fail to record the depreciation. It 
might be thought that this omission would lead to an overstatement 
of the national income. But the government also records no receipts 
from consumers for the use of the park improvement, since it gets 



SAVING AND INVESTMENT 


295 


none. Consequently, the failure to record depreciation does not give 
rise to a false profit or interest item. A private business operating 
the park would show a $40 decrease in the asset for each year, matched 
by a $40 increase in cash, if consumers paid just enough to cover 
depreciation, hence zero profit. The government’s accounts reach 
the same result by omitting both items. 

Normally, however, the private business would anticipate receiving 
more than just enough to cover depreciation; it would expect to cover 
interest on the investment and would hope to receive a reward for 
risk. Thus, it might receive $50 from consumers each year, leaving 
$10 operating profit to cover interest and risk. The government’s 
accounts, on the other hand, usually have no place where the $10 
for interest and reward for risk could appear. A partial exception 
occurs only to the extent that the government has borrowed money 
to finance the improvement and pays an interest charge. In any case 
no item of profit can appear, since the service is rendered free of 
direct charge. Assuming that the consumers of the park improvement 
like it so well that they would be willing to pay a price that would 
yield a profit if the service were rendered by private enterprise, there 
is at least a formal argument for considering the national income 
understated by tlte government’s methods of bookkeeping. 

There is a corresponding possibility that the national income may 
be overstated because the government’s accounting for the park does 
not allow the recording of a loss. As an extreme case, suppose 
that no one at all ever makes use of the park improvement. Under 
private enterprise, each year’s accounts would show; receipts, zero; 
expenses, $40 (depreciation); net loss, $40; dissaving and disinvest- 
ment, $40 each. Under government, the accoimts show nothing at 
all. 

It would no doubt be scarcely appropriate to apply the same test 
of usefulness to a government service as to a service rendered by 
private enterprise. Much of the government product is distributed 
free of charge just because the consttmers would not purchase it in so 
large an amount, if at all, on a cost-plus-profit basis from private 
enterprise. Some of it is given to consumers whether they want it 
or not (elementary education, for instance). But now and then clear 
instances of uselessness appear, where everyone would agree that the 
apparent national income recorde4 in the wages of the workers who 
constructed the asset, the interest on any money borrowed to finarice 
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it, and so on, should be canceled in whole or in part by an entry for 
obsolescence. 

8 . The government may indeed be considered a form of business 
enterprise if its tax revenue is regarded as sales receipts and its current 
outlays as expenses. 

Taxpayer T starts the year with $1000 in cash, receives no income, 
and spends nothing. The government takes $400 in taxes from him 
and hires employee E for $300 to perform a current service for con- 
sumers. The remaining $100 it adds to its cash balance. 

If the government is not considered a business enterprise, national 
income is $300.^ Dissaving by the taxpayer is $400. Saving by the 
government employee is $300, and by the government, $100. Con- 
sumption expenditure (government expenditure) is $300. Net saving 
is zero and so is net investihent. 

But if the government is considered a business enterprise, the tax 
revenue is thought of as a reward that measures the value of the 
goods and services it dispenses. The excess of its tax revenue over its 
non-investment outlays is considered a profit, payable to the govern- 
ment as a factor of production. The national income will then be 
$400 instead of $300. The total government outlay becomes $400, 
since the value of the service rendered is the sum of the factor rewards 
paid for it, and these rewards now include $100 “profit.” The profit 
has to be considered as accruing to no person in particular, but to the 
people generally as “owners” of the government. On the other hand, 
if current revenues fall short of current expenditures, a loss is recorded, 
offsetting in part the wages and other factor payments made by the 
government (Chapter 5, § 57). 

Kuznets is the exponent of this point of view; the Commerce De- 
partment and the British White Paper do not accept it.^ They argue 
that, regardless of the considerations adduced in § 7, and admitting 
the possible understatement of national income through the absence 
of a profit element in government accounts, an excess of tax revenue 
over non-investment expenditures is hardly the measure of whatever 
profit there may be. And they are unwilling to grant that current 
expenditures are a dead loss economically to the extent they are not 
covered by taxes. Kuznets argues that there is some connection, how- 

1 Computed by the after-taxes rule, it is; — $400 (T) -p $300 (E) -p $300 (service to 
consumers) -p $100 (increase in government cash balance). See Chapter 7, § 64. 

“ Richard Stone, “Two Studies on Income and Expenditure in the United States,” 
Economic Journal, April, 1943, pp. 63 ff. 
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ever uncertain, between what taxpayers in a democracy are willing 
to pay in taxes and the value they place on services the government 
renders. But in so far as this latter statement is valid, it seems to be 
so chiefly as a prediction that by and large and over the long run tax 
revenues will equal non-investment expenditures. If there is a gap, 
it can be attributed to a valuation by consumers higher or lower than 
the expenditure only if it is opened by the consumers taking action to 
change their contributions (their taxes) because their scale of values 
has changed. This is what occurs in the private sector of the economy. 
In fact, however, the government’s “prices” (that is, tax rates) tend 
to be fairly stable over a period of time. The short-term gaps between 
tax revenues and expenditures arise because of changes in government 
expenditure and because of fluctuations in the money amounts of 
income, sales, or property bases to which the tax rates apply.^ 

9 . The government’s saving, as defined in § 4, may appear by the 
end of the period in the usual non-investment changes. One is an in- 
crease in the government’s cash balance. The other is a decrease 
in the amount of its outstanding obligations. With rare exceptions 
(for example, the payment of federal estate tax in federal bonds), the 
saving first appears, before the end of the accounting period, as an 
increase in the government’s cash balance; that is, as an increase in 
its deposits in the banks. The government may then use this increase 
in its deposits to pay off some of its debt. If it redeems bonds held 
by a bank, there is a decrease in the bank’s assets as it surrenders the 
bonds. The government’s deposit is extinguished or passes into the 
inactive category of deposits in one bank held by another bank. If 
the government redeems bonds held by non-bank creditors, there is 
no such destruction of deposits. The holder of the government bond 
surrenders it in exchange for a bank deposit (or coin or currency) 
previously held by the government. But in either case the transac- 
tions that follow the initial accumulation of cash by the government 
do not affect the computations of national income, saving, investment, 
or consumption expenditures. 

* For a debate over the inclusion of revenue surpluses in the national income as “profits” 
of the government, and revenue deficits as government “losses” see G. C. Means, “Prob- 
lems in Estimating National Income Arising from Production by Government,” with dis- 
cussion by Simon Kuznets and rejoinder by Means. Studies in Income and Wealth, II, 267— 
313. 
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III. PRIVATE SAVING EQUALS INVESTMENT PLUS GOVERNMENT DEFICIT 


10 . The analysis in §§2-9 has shown how total saving equals total 
investment; that is, 

Saving by individuals 1 
+ Saving by corporations > = Investment 
+ “Saving” by government) 

This identical equation must also hold if any of these values are nega- 
tive, as in dissaving and disinvestment. For example; 

Saving by individuals 1 

+ Saving by corporations > = Investment 

— Amount dissaved by government) 


A dissaving by the government is a negative item, obtained by sub- 
tracting the current (non-capitalized) outlay from a smaller current 
revenue. This excess of current expenditures over current income 
also signifies a loss, a negative income, if the government is treated as 
a business enterprise, as in Kuznets’ analysis. It represents no loss if 
the government is treated as a consumer, as in the analyses of the 
Commerce Department and the British White Paper. But this issue 
is not relevant for the present point, which is the equivalence of saving 
and investment. Whether or not the government’s dissaving reflects 
a loss, the analysis in the present section is valid. 

The excess of the government’s emrrent expenditure over current 
revenue would be called the budget deficit if the investment outlays 
of government were stated separately; it is here called “government 
deficit on current account.” A negative government-saving item is 
thus the same as an entry for government deficit on current account. 
“Saving by government,” when it is negative, is conveniently moved 
over to the right-hand side of the equation and labeled, as a positive 
item, a government deficit. This is done by adding that absolute 
amount to both sides of the equation. The form of the identical equa- 
tion is changed; 


Saving by individuals 
■+• Saving by corporations 



Investment 

-b Government deficit on current account 


The “saving” total may include additions to depreciation funds if 
investment is defined to include replacement investment. The equa- 
tion will still hold, since an equal amount will be added to saving and 
to investment, putting both on a gross basis. 

This equation is basic to much of the discussion of fiscal policy in 
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relation to unemployment, to inflation, and to other problems. The 
equation says that private saving always equals investment plus gov- 
ernment deficit on current account. It also says that the excess of 
private saving over investment is always enough to match the govern- 
ment deficit on current accoimt. These are simply statements deriving 
from the definitions of saving and investment. They may be useful, 
however, in provoking the student of national income to a more 
detailed understanding of how the several money-holdings, money 
flows, and asset-holdings must change in any given case to retain a 
self-consistent system. 

Sometimes the terminology in national income studies reaches a 
degree of compression that creates an air of paradox, from which the 
reader may easily draw erroneous inferences. For example, it may be 
said that, since there is always enough private saving (and no more 
than enough) to match the government’s deficit on current account 
after matching all investment, the “source of funds” for this deficit is 
the private saving. This is said to be true even when some of the 
government’s borrowing is in fact from the banking system, so that it 
is borrowing newly created money, not money saved from someone’s 
income. Thus, the British White Paper is said to have demonstrated 
that “the whole of the government’s [wartime] spending was . . . 
financed • from genuine sources. . . ^ The statement that the 
“source” of funds for the deficit — ^ “ultimate source” is the phrase 
used in the British White Paper on national income ® — is the saved 
money is true, but only in a very special sense. Because individuals 
and business firms hold the newly created money idle for a given in- 
terval, thus performing an act of saving, it is possible for the govern- 
ment to use the bank-borrowing method of financing without causing 
a rise in the general level of prices during that interval, or without 
causing a more rapid rise than does occur. The terminology of the 
White Paper is just as applicable in one period as in another. Even 
during a period of hyperinflation, the “ultimate sources” of funds 
for the deficit would be private saving.® 

The saving-investment equation may be expanded to include tax 
revenue and government expenditure, since the government deficit 

^ D. G. Champernowne, “The National Income and Expenditure of the United King- 
dom, 1938-1945,” Bulletin of the Oxford University Institute of Statistics, May, 1946, p. 130. 

2 Gmd. 6784, p. 20. 

2 See the hypothetical illustrations by Milton Friedman in Carl Shoup, Milton Fried- 
man, and Ruth Mack, Taxing to Prevent Inflation, pp. 6-14. 
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may be defined as expenditure minus tax revenue (and other current 
receipts). Consequently, 

Private saving = Investment 

+ Government expenditure 
— Tax revenue 

or, alternatively/ 

Tax revenue \ 

+ Private saving > = Government expenditure 

— Investment (or + Disinvestment) ) 

From this restatement it is possible to express the net national 
product as a mixture of product, saving, and tax revenue. The net 
national product is the sum of consumer expenditure, investment, 
and government expenditure. By substituting for government ex- 
penditure the expression given immediately above, that is, tax revenue 
+ private saving — investment, the summation gives net national 
product = consumer expenditure + private saving + tax revenue. By 
using gross investment and gross saving the gross national product 
can be expressed in similar terms. ^ 

n. To grasp the implications of the statement that the govern- 
ment’s^ deficit on current account must equal the excess of private 
saving over investment, the beginning student will find it useful to 
work through the money flows in more detail, as is done in this sec- 
tion, although it involves some repetition of earlier statements. 

Whenever tlie government borrows from the commercial or central 
banking system, thereby causing money to be created (including bank 
deposits in the term “money”) and spends it within the country, the 
year must end with someone holding the extra money. Although 
there may be individuals and corporations who end the year holding 
less money than they held at the beginning, there are others who are 
holding more; and the sum of the increases in money-holdings by the 
latter group must exceed the sum of the decreases in money-holdings 
by the first group, by an amount equal to the volume of added money 
created during the year. If the batiks have created money only for 
the government, and have not destroyed any money by reducing the 
amount of loans outstanding to individuals and corporations, or by 
selling bank assets"' to them, then the net increase in money-holdings 

^ Cf. Nicholas Kaldor, “The 1941 White Paper on National Income and Expenditure,” 
Bconomie Journal, JxmeSe-ptembei-, 1942, p. 207, Tabic I. 

2 Cf. Alvin H. Hansen, “National Income and Gro.ss National Product,” in Economic 
Policy and Full Employment, pp. 34-35. 
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throughout the country equals the net borrowings of the government 
from the deposit-creating banks for the same period. 

The increase in money-holdings caused by the deficit that is financed 
tlirough government borrowing from the banks can be traced through 
one or more stages along alternate routes. It will be seen that, which- 
ever route is followed, the government deficit will be matched either 
by (a) an equal amount of disinvestment in the private sector of the 
economy, or (b) an equal amount of private saving. 

At first, of course, the increase in money-holdings appears in the 
government’s own cash balance. Then the government spends the 
money, in any one of several ways. 

First, the government may purchase an already existing asset, 
like a stock of canned goods or a factory building, at a price that 
brings no gain or loss to the seller. The seller thereby increases his 
cash holdings by the amount the government has borrowed from the 
barrks. He disinvests. The government invests, and therefore incurs 
no deficit. Investment and saving for the entire economy are both 
zero. If the government’s outlay is instead considered an expenditure 
on current account, it produces an equivalent deficit. It would be so 
considered if the government, having purchased canned goods, dis- 
tributed them as relief in kind. The goverrunent’s investment* is fol- 
lowed by disinvestment as it distributes the food to consumers. The 
three stages would be, for example: 


1. At beginning of year: 

Business firm Government 

Assets Assets 

Stock of food $1000 

2. After the bank loan and the government purchase: 

Business firm Government 

Assets 

Cash $1000 Stock of food 

Liabilities 
Bank loan 

3. After the food is distributed to consumers: 

Business firm Government 

Assets Assets 

Gash $1000 

Liabilities 
Bank loan 

Consumption $1000 


0 


$1000 

$1000 


0 


$1000 
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This third stage consists of $1000 consumption by the government 
(or by the consumers on behalf of the government). Since the gov- 
ernment has no income, it is dissaving $1000. 

For the year as a whole, the quantities in the identity stated in 
§' 10 are: 

Saving by individuals (0) \ _ q _ (investment — $1000 

Saving by corporations (0) j (Government deficit $1000 

or, alternately, 

Saving by individuals (0) 1 

Saving by corporations (0) ? = Investment (— $1000) 

Saving by government (—$1000)) 

Second, the government, may buy a service, as in paying wages. 
The entire payment is income to the recipient. If he spends none 
of it before the year ends, his saving equals the amount the govern- 
ment borrowed from the banking system. If he does spend the money, 
but simply in acquiring a non-cash asset involving no profit or loss 
to the seller, he is merely.shifting the form of his assets, and his saving 
for the year is still equal to the amount the government borrowed from 
the banking system. He has invested, and his vendor has disinvested. 
If he spends the money in purchasing a service from someone else, 
who holds the money at the end of the year, both the act of saving 
and the possession of the cash are transferred to this third person. 
But in any case the equality of amount of government borrowing from 
the bank with the amount of private saving during the year is pre- 
served. 

If the government finances its expenditures by drawing down a 
cash balance that it possessed at the start of the year, it thereby throws 
additional money into the private sector of the economy, just as it 
does when it borrows from the banking system (creates new money) 
and spends it. When the accounts are taken at the end of the year, 
someone must be holding this additional stock of money that has 
been injected into the private enterprise sector. Saving has occurred 
to this amount, and it equals the government deficit financed by 
drawing on the cash balance. 

IV. RECENT COMPUTATIONS OF THE SAVING-INVESTMENT IDENTITY 

12 . For the years 1939-43 the Department of Commerce has pub- 
lished a series for the United States showing saving, investment, and 
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TABLE 35 

Absorption of Gross Savings by United States Government 
1 939-43 (Commerce) ^ 


(!n billions of current dollars) 


Line 

Hem 

1939 

1940 

1941 

1942 

• 1943 

1 

Net savings of Individuals 

6.0 

7.3 

14.2 

28.0 

33,0 

2 

Net corporate savings 

.4 

1.8 1 

4.0 

4.4 

4.9 

3 

Net business tox accruals 

.3 

1.3 

4.8 

4.6 

2.8 

3a 

Excess of personal tax pay- 







ments over budget receipts 





1.2 

4 

Depreciation and depletion 

1 






charges 

6.2 

6.4 

7.0 

7.7 

8.2 

5 

Capital outlays charged to cur- 







rent expense 

.7 

.9 

1.3 

1.1 

.8 

6 

Other business reserves 

.8 

.7 

.8 

.8 

.8 

7 

Inventory revaluation adjust- 







ment 

-.4 

-.4 • 

-3.2 

-2,1 

-.2 

8 

Adjustment for discrepancies 

0 

-.4 

- 1.7 

-.6 

1.2 

9 

Gross private savings 

14.1 

17.5 

27.2 

43,9 

52.7 

10 

Less: Private gross capital 







formation 

10.9 

14.8 

19.0 

7-5 

2.2 

11 

1 Gross private savings 







' available to government 

3.2 

2.7 

8.2 

36.5 

50.6 

12 

State and local surplus 

-.3 

.4 

1.0 

1.9 

2.1 

13 

Social Insurance fund sav- 







Ings 

10 

.9 

1.5 

2.1 

2.9 

14 

Total gross savings availa- 







ble to Federal Govern- 





. 


ment 

3.9 

4.1 

10.8 

40.4 

55.7 

15 

Net budget deficit 

4.0 

3.8 

10.2 

39.6 

53.5 

16 

Net expenditures In checking 







accounts of government cor- 







porations, etc. 

-.8 

-.2 

'1.1 

3.6 

2.4 

17 

Increase in general fund bal- 







once 

-.6 

-.5 

1.6 

7.0 

1.8 

18 

Increase in public debt 

2.5 

3.1 

12.9 

50.2 

57.7 

19 

Less: Increase in general fund i 







balance 

-.6 

-.5 

1.6 

7.0 

1.8 

20 

Less: Other Increase In public * 







debt not requiring saving 

-.8 

-.4 

.5 

2.8 

.2 

21 

Increase In public debt not re- 







qulring saving 

-1.4 

-1.0 

2.2 

9.8 

* 2.0 

22 

Total gross savings absorbed 







by Federal Government 

3.9 1 

4.1 

10.8 

40.4 

55.7 









^ Survey of Current Business ^ Aprils 1944, Table 6, p. 11. 


government deficit. The data and the description of sources are given 
in much more detail than in the somewhat similar tabulations in the 
Budget Messages and Economic Report (§13). The Commerce table, 
reproduced here as Table 35, is headed “Absorption of Gross Savings 
by Federal Government” and is designed to show the monetary 
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sources from which the deficit “was directly or indirectly financed.” ^ 
For example, private saving in 1943, gross (that is, inclusive of 
additions to depreciation and depletion accounts and other reserves), 
was 152.7 billion. Private investment, gross, was |2.2 billion and the 
government deficit on current account was |50.7 billion. This last 
figure is not given by itself in Table 35. But it is the result of subtrac- 
tion of the state and local surplus of $2.1 billion and the social insur- 
ance fund surplus of $2.9 billion from the federal deficit (budget deficit 
of $53.5 billion plus extra-budget deficit of government corporations 
and other sources of $2.4 billion) after eliminating that part of the 
deficit that “does not require saving” ($0.2 billion). 

The change in the government’s cash balance, of course, should not 
enter the equation of saving == investment + deficit. It is in effect 
ignored by being entered at one place and removed at another in 
the table. The “other increase in public debt not requiring saving” 
is an adjustment of the combined net budget deficit and extra- 
budgetary deficit of government corporations and other extra- 
budgetary categories. In this way elements of expenditure and rev- 
enue are eliminated that, not being national income items, are inap- 
propriate in computing government saving or dissaving (surplus or 
deficit). The procedure followed is (a) to decrease the deficit total 
by eliminating the govermnent corporation deficit except for the part 
caused by “net non-loan transactions”; (b) to decrease the deficit 
total by eliminating government budget expenditures that were not 
on current account (purchase of existing assets and capital transac- 
tions) or, if so, were not income to residents of the United States 
(net prepayments, and tax and renegotiation refunds); and (c) to 
increase the deficit total by excluding receipts that were capital re- 
ceipts, not coming out of taxpayers’ income as “taxes” (proceeds of 
sales qf securities owned by the government, seignorage on silver, and 
return of surplus funds of government corporations) 

Private saving (here, gross) of $52.7 billion equals private invest- 
ment (here, gross) of $2.2 billion plus government deficit on current 


1 Milton Gilbert and George Jaszi, “National Income and National Product in 1942,” 
Survey oj Current Business^ March, 1943, p. 19. See also their next annual resume, Survey of 
Current Business, April, 1944, p. 12. 

2 Foe details see Milton Gilbert and George Jaszi, “National Income and National 
Product in 1942,” Survey of Current Business, March, 1943, notes to Tables 6, A, and B, In 
terms of the line numbers given in footnote 1 to Chapter 6, § 27, the following items only 
are concerned in the present adjustment: lines 12, 13, 16, 17, and 21. 
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account ($50.7 billion). The discrepancy of $0.2 billion presumably 
arises from rounding the figures. 

Saving by individuals is' computed by the Commerce Department 
on the basis of the "income payments” received by individuals, not 
the national income received by them (§ 19). This might be thought 
to throw out of balance the equation, saving = investment + deficit, 
since this equation has been explained up to this point in terms of 
national income. But all the differences between income payments 
and national income have to do with government outgo and intake. 
If, as is the case in Table 35, the government deficit (dissaving) is 
computed to reflect the items that repi'esent income payments and to 
omit those that do not, the change in individuals’ saving resulting 
from the shift to the income-payments basis is offset by an opposite 
change in the amount of government saving, and the equation con- 
tinues to hold. 

In its forthcoming revised series on national income, the Depart- 
ment of Commerce includes an account entitled “Balance of Gross 
Saving and Investment,” which carries as debit items (1) gross pri- 
vate domestic investment, (2) net foreign investment, and (3) Govern- 
ment deficit (d-) or surplus (— ) on income and product U'ansactions. 
The credit entries consist of the various types of saving, net or, gross, 
including depreciation charges, and other adjustments necessary to 
bring this saving side, which starts out with a saving total derived 
under the factor-payment approach, into balance with the invest- 
ment side, which is computed under the product approach and there- 
fore already reflects, for example, an inventory revaluation adjust- 
ment.^ 

Saving by individuals may be expressed as a percentage of indi- 
viduals’ disposable income, that is, personal income after subtracting 
personal taxes. This percentage is influenced, however, by the pro- 
portion of business taxes to personal taxes, assuming that the former 
are shifted and the latter are not. In period 1, business firms pay 
$250 wages, add $100 to their net plant, equipment, and inventories, 
and sell $150 of product to consumers, thus obtaining zero profit. 
The wage earners pay $50 personal tax, and the government pays 
$50 wages, producing a service to consumers. Disposable income is 
$250 wages + $50 wages — $50 tax, or $250, and individuals’ saving 

U.S. Department of Commerce, National Income and Product Statistics fir the United 
States, 1929-46, Table 6. 
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is $100, or 40 per cent of disposable income. In period 2 everything 
is the same, except that the government collects its $50 tax from the 
business firms, who shift it to consumers. Disposable income rises to 
$300, there being no personal tax, and individuals’ consumption ex- 
penditure rises to $200 to cover the business tax. Saving, still $100, 
is now only 33-| per cent of disposable income. In general, an increase 
in the r61e of business taxes tends to decrease the ratio of individuals’ 
saving to disposable income by adding equal amounts to disposable 
income and consumer expenditure. A study of changes in this ratio 
over time must therefore allow, through deflation by price indexes 
or otherwise, for changes that have occurred in the tax system. 

13 , A condensed statement of gross national product for 1 939 and 
1944, under the heading “The Nation’s Economic Budget,” appeared 
in the 1946 Budget Message of the President of the United States, 
delivered in January, 1945. The data, revised, were presented in the 
Budget Message for 1947, but in the following year they were pub- 
lished in the President’s Economic Report of January 8, 1947. Table 
36 reproduces the data from the Economic Report, covering the 
calendar years 1939, 1944, and 1946.^ 

The economy is divided into four groups: consumers, business, 
international, and government, with a fifth grouping to eliminate 
transfer payments included in the other groups. The presentation is 
based on a double-entry system, like that of Table 3 in Chapter 3 
above, and the Netherlands table referred to there (§12), but oifly 
some end data are presented. Consumer expenditures are shown, 
for example, but the “receipts” item of business is only the undis- 
tributed profits and reserves, not the receipts from consumers (and 
international, and government). And business “expenditures” are 
defined to include only outlay for gross capital formation. This un- 
usual terminology is designed to obtain a gross national product total 
by adding eitlier the “receipts” or the “expenditures,” and it also 
emphasizes the saving-investment equation. In calendar 1939, for 
example, the gross saving total is found by adding the excess of 
consumer-disposable income over consumer expenditures, the undis- 
tributed profits and reserves of business, and the excess of government 

^ Ths Economic Meport of the President to the Congress, January S, 1947, p. 7, Table I and p.^8, 
Table II (showing fourth quarter, 1946, seasonally adjusted rates). Details are given in 
Appendix A, pp. 35-40. See also Grover William Ensley, “A Budget for the Nation,” 
Social Research, September, 1943. For the British “White Papers” on the budget and 
national income, see Chapter 11 below. 
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* Supporting tables and d«criptive material are given in an appendix to the Economic Report. 

** Preliminary. Includes residential construction, but excludes net exports. 

^ Includes transfers of funds ■which are included in private receipts and government expenditures but do not involve addition to the nation’s 
output, such as unemploym^it compensation, veterans’ readjustment allowances, mustering-out pay, etc. 

® Includes loans to foreign governments, subscriptions to international organizations, reimbursable lend-iease, etc. 
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receipts over government payments: 6 + 8 — 3 = 11. The gross in- 
vestment total is the sum of business gross capital formation and the 
excess of net exports over net imports; 10 + 1 = 11. 

In 1944, gross saving thus computed is zero and gross investment 
is 4 — 2 = 2. The discrepancy arise% from the fact that the govern- 
ment’s dissaving (45) is overstated because government expenditures 
include loans to foreign governments and other items that are not 
included as receipts anywhere in the domestic economy; these single- 
entry items must be deducted if the double-entry national income 
statement is to be in balanee. A similar adjustment is required for 
1946. 

The form adopted in the “Nation’s Economic Budget” is too con- 
densed to supply an explicit tabulation of “the flow of funds by 
which major economic groups are interrelated in the national econ- 
omy.” ^ For this purpose a series of tables is needed in which every 
money item is specifically entered twice, as in the five accounts in 
the revised Commerce series (Chapter 3, § 12). 

The “Nation’s Economic Budget” employs the Commerce concepts, 
with some adjustments to utilize the government budget data more 
readily. Consumer expenditures do not include expenditures for 
residential construction. Consumer income is income payments, in- 
cluding net profits of unincorporated enterprises, and after subtracting 
payroll, income, and estate taxes. The federal government items 
reflect “receipts from and payments to the public,” excluding intra- 
governmental transactions and “non-cash” transactions like accrued 
interest on Savings Bonds; hence the federal receipts and expendi- 
tures totals included in the government item differ somewhat from 
those shown in the usual federal budget statements.^ 

The “business” item is not homogeneous with respect to corporate 
and non-corporate business, owing to some difficulty in segregating 
the data. The “undistributed profits” part of the “receipts” includes 
corporations only, while the “reserves” part includes unincorporated 
enterprises and owner-occupied dwellings. The “expenditures” item 
(gross capital formation) also includes unincorporated enterprises and 
residential construction financed and occupied by owners. 

Economic Report, p. 35. 

® For details of the "non-cash” compilation, see Budget Message of the President and 
Summary Budget Statements for the Fiscal Tear Ending June 30, 1948, p. A128, Table 18. 
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V. TESTS FOR INTERNAL CONSISTENCY AND PLAUSIBILITY OF NATIONAL- 

INCOME FORECASTS 

14 . A statement of the national income of a past period must be 
internally consistent in its component items. Total saving must equ 2 il 
total investment, for example. The total of factor payments — wages, 
profits, interest, and net rent — must equal the total of products — 
consumer purchases, whatever government purchases are included in 
national income, and private net capital formation. 

Likewise, a forecast of the national income must be internally con- 
sistent. In building up a forecast of the total from independently 
estimated components, inconsistencies may appear, indicating that 
the various independent estimates of the components are not com- 
patible with each other. At least one of them (and very likely all of 
them, in practice) is in error. The following independent estimates, 
for example, are not consistent with each other: (a) consumer ex- 
penditures of 100 and consumer saving of 20; (b) government services 
to consumers and personal tax revenues of 30 each; (c) net increase in 
inventories and producers’ durable goods of 10; (d) no net change in 
claims on foreigners; and {e) no corporate saving. Total saving is 20 
and total investment is 10. 

15 . Sometimes the national income analyst forecasts one consistent 
set of national income items and then wants to estimate an alternative 
set for a higher or lower level of national income. In passing from one 
internally consistent set to another, he needs to guard against im- 
plausibility as between the two sets. For example, he might reach 
the pessimistic conclusion that in view of expected private net capital 
outlays of only 10, and government expenditures (all on services to 
consumers) of 30, and given an income-tax rate of 33|- per cent, and, 
further, in view of the consumers’ inclination to save a part of any 
increase in income, a consistent position could be obtained only if 
factor income before tax was as low as 90. Then the tax would be 
30, private saving 10, and consumer expenditure 50. National income 
would be 90. If this represents a low level of employment for the 
economy as a whole, the analyst may experiment in his forecasts by 
assuming that the government spends 20 more on services to con- 
sumers, using money newly created for that purpose by the sale of 
government securities to the banking system. He can obtain a new 
and internally consistent picture by assuming that government ex- 
penditures are 50, consumer income before taxes is 110, consumer 
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saving is 30, and the other items remain unchanged. (For simplicity, 
it is assumed that the new income goes to persons whose incomes are 
too small to be subject to tax.) The national income is 110. But the 
second forecast is not plausible in the light of the first. It implies 
that if the consumers’ incomes after tax were 80 instead of 60, con- 
sumers would still spend only 50. Data on past periods of rising in- 
come indicate that an increase in consumers’ incomes is accompanied 
by an increase in consumption expenditures. The two cases are not 
quite the same, to be sure; passing from one actual period into another 
actual period is not the same as passing from one to another of alterna- 
tive sets of assumptions for one period. The former involves dynamic 
analysis, the latter only static analysis. But there is enough implica- 
tion in the former for the latter to put the analyst on his guard. 

If the government’s expenditure of 50 is assumed to be associated 
with consumer expenditure of 52, consumer saving of 30, tax revenue 
of 30, and private net capital formation of 10, giving a national income 
of 112, the second situation is still not plausible, considered in the 
light of the first. It implies that an initial increase in consumer income 
of 20 (to the additional government employees) is associated with 
further consumer spending to an amount no greater than it would be 
if consumers spent, thereby producing income to others, only one 
eleventh of their increase in income, within the period in question. 
The increment to national income (still assumed to be non-taxable) 
would be 20 + -3^ of 20 -f of of 20, and so on, which equals 22. 
In Keynesian terminology, the implicit “multiplier” of the addi- 
tional 20 of government expenditure is still too low to be plausible, 
being only -j-^, although larger than in the preceding example, where 
it was only 1 . 

The illustrations in this section and in § 14 are summarized in 
Table 37.i 

16 . One of the few discussions by national income analysts of the 
relative suitability of the Keynesian and Robertsonian definitions of 
saving and investment for national income compilations is that by 

* For examples of models, projections, or forecasts illustrating the points in §§ 14-15, see, 
among others, National Budgets for Pull Employment (National Planning Association, Wash- 
ington, D.C., 1945); Erik Lundberg and Ingvar Ohlsson, “Models of the Future National 
Income in Sweden,” Bulletin of the Oxford University Institute of Statistics, September, 1946; 
Jerome Cornfield, W. Duane Evans, and Marvin Hofienberg, “Full Employment 
Patterns, 1950,” Monthly Labor Review, February and March, 1947; and Richard A. 
Musgrave, “Fiscal Policy, Stability, and Full Employment,” in Public Finance and Full 
Employment, Board of Governors, Federal Reserve System, December, 1 945. 



TABLE 37 

Hypothetical Examples of Internal Inconsistency or Implausibility in National Income Tables 
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Harold BargeT.^ Barger concludes that for his purposes he may- 
escape the choice by omitting all measure of saving. In his Appendix 
F, comparing other estimates of outlay -with his o-vvn, he makes use 
of the saving-investment identity to compare Lough’s and Goldsmith’s 
estimates of saving -with Warburton’s and his own estimates of net 
capital formation and net private investment plus net public outlay, 
respectively. He also compares the National Resources Committee’s 
estimates (1935-36 data) of consumers’ outlay and saving with his 
data for consumers’ outlay and investment plus public outlay. 

VI. AMOUNT OF SAVING IN THE UNITED STATES 
A. Government Saving 

17 . Estimates of government saving over a period of years have 
been made by Kuznets and the British White Paper, but not by the 
Commerce Department. Both Kuznets and the White Paper define 
saving as in § 4; that is, the surplus of current revenues over expendi- 
tures other than outlays for investment. Since outlays for investment 
are somewhat narrowly defined by both to include practically nothing 
but construction ^ — and in wartime, construction for war purposes 
is excluded ® — the data tend to imderestimatc government saving. 

The government may, and commonly does, save more or less than 
it invests, by increasing or decreasing its holdings of securities and 
cash. Kuznets obtains his estimates of government saving by com- 
paring the net change during a year in all assets (investment assets, 
securities, and cash) presumably held by the government with the net 
change in the government’s debt.^ When the former is the greater, 
algebraically, government sa-ving is positive. 

Table 38 shows Kuznets’ estimates of saving by government 
(federal, state, and local) in the United States, 1919-38, in absolute 
terms and as a percentage of national income. In interpreting the 
percentage figures, it must be recalled (§8) that, according to Kuz- 
nets, when a government dissaves (current revenues fall short of 

1 Outlay and Income in the United States, 1921-1938, pp. 24-30. Gf. James W. Angell, 
Investment and Business Cycles, pp. 208-210, and Appendix I-y. 

2 Chapter 6, § 29, and Cmd. 6623, p. 9. 

’ See, however, Kuznets, National Product in Wartime, part I. 

^ Kuznets, National Income and Its Composition, 1919—1938, II, 414; Marvin HofFenberg, 
“Estimates of National Output . , .” Reoieui of Economic Statistics, May, 1943, p. 136. For 
the year 1919, especially, it must be noted that Kuznets includes, among changes in gov- 
ernment holdings of securities, changes in claims against foreign governments. If this item 
were excluded, the national income and the saving by government for 1919 would appar- 
ently be some $2 billion smaller than Kuznets’ series shows. And 1920 and 1921 appear 
to be similarly affected, to a much smaller degree. Kuznets, op. at., II, 437-40. 
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TABLE 38 

Net Saving by Government, United States, 1919-38 (Kuznets) 

(in billions of current dollars) 



Absolute 

Per Cent of 


Amount 

National Income 

1919 

$-1.3 

-2.0 

1920 

1.9 

2.6 

1921 

0.96 

1.6 

1922 

0.85 

1.4 

1923 

1.6 

2.2 

1924 

1.7 

2.4 

1925 

1.6 

2.1 

1926 

2.2 

2.6 

1927 

2.3 

2.9 

1928 

1.9 

2.3 

1929 

2.2 

2.6 

1930 

2.1 

2.7 

1931 

0.34 

0.57 

1932 

-0.91 

-2.1 

1933 

-0.11 

-0.27 

1934 

—0.58 

-1.2 

1935 

— 1.7 

-3.2 

1936 

-2.2 

-3.5 

1937 

0.50 

0.70 

1938 

-0.18 

-0.27 

Total, 1919-1938 

$13.17 

0.90 


“ Kuznets, National Income and Its Composition^ 1919—1938, I, 216”! 8, Table 22. 

non-construction expenditures) it thereby incurs a loss of the same 
amount, thus reducing the national income. For the period 1919-30, 
government saving totaled $18 billion; for the period 1931-38, gov- 
ernment dissaving totaled $5 billion. 

Hoffenberg presents hitherto unpublished estimates of staff mem- 
bers of the Securities and Exchange Commission for net government 
saving, 1933—1941 (in billions of dollars), respectively: — 0.1, — 0.3, 
— 1.0, — 2.1, 0.2, 0.2, — 1.7, — 1.5, — 8.0. The last figure is not 
strictly comparable with those of earlier years. The correspondence 
with Kuznets’ series is fairly close.^ 

B. Corporate Saving 

18. Corporate net saving for a year is the corporate profits of that 

^ Hoffenberg, op. cit., pp. 130-31, Table 4j description, pp. 136—37. For an earlier scries 
by the same computers, with an explanation of how it is derived, see R. W. Goldsmith and 
Walter Salant, “The Volume and Components of Saving in the United States, 1933- 
1937,” Studies in Income and Wealth, III, 285—93. 
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year, after all taxes, minus the dividends paid to individuals in that 
year. For this purpose, the “profits” of corporations do not include 
dividends received by corporations. In effect, intercorporate divi- 
dends are ignored (Chapter 5, § 47). Table 39 shows corporate net 
saving for 1919-38 (Kuznets) and 1929-46 (Commerce). The differ- 
ence between the Kuznets and the Commerce series reflects chiefly the 
adjustments that Kuznets makes to express inventory change in current 
prices and to put depreciation on a current replacement-cost basis 
(Chapter 5, §§ 30, 42), and some differences in source material 
utilized. In both series, the dividends deducted include only asset 
dividends (Chapter 5, § 46). 

Over the entire period 1919-38, corporations dissaved $9 billion, 
according to Kuznets’ estimates. This total, of course, does not 
include any spending, out of borrowed funds or money obtained from 
new capital issues, on capitalized outlays. During the same period 
the government (federal, state, and local) saved $13 billion. In 
other words, in terms of paying out to the consuming public, as 
suppliers of the factors of production, more than they received from 
them, as purchasers of output or as taxpayers, private corporations 
surpassed government by at least $22 billion for the twenty-year 
period 'as a whole (see also Chapter 5, § 54), apart from outlays that 
were recorded as capitalized, in Kuznets’ computations. During the 
period 1931-38, government dissaving was $5 billion, and corporate 
dissaving, $20 billion (Kuznets)'. 

The annual amounts of saving are expressed in Tables 38 and 39 
as percentages even when they are negative; such expression is more 
helpful than misleading in this case, provided it is recalled that the 
percentages are not of what national income would have been without 
the negative item, but of what it is including that item. 

The cumulated figures can give only a rough indication, since they 
are not completely adjusted for changes in price levels. At the low 
level of prices that prevails at the bottom of a depression, an absolute 
amount of dissaving — that is, the difference between the year-begin- 
ning net worth of a corporation and the smaller year-end net worth — 
should, of course, be made larger if it is to be added to an absolute 
change in net worth occurring at a higher price level. Otherwise the 
dissaving in depression will be understated.^ This assumes that any 

1 W. L. Crum, “The National Income and Its Distribution,” Journal of the American 
Statiflical Association, XXX (1935), 35-46. 



TABLE 39 


Corporate Net Saving, United States, 1 9 1 9-46 (Kuznets and 

Commerce) 


(in billions of current dollars) 



Kuznets “ 

Commerce ^ 

Absolute 

Amount 

Per Cent of 

Nattonaf Income 

Absolute 

Amount 

Per Cent of 
National Income 

1919 

$1.0 

1.6 

$2.8 


1920 

2.2 

3.0 

1.1 


1921 

0.71 

1.2 



1922 

0.23 

0.38 



1923 

0.97 

1.4 



1924 

0.42 

0.58 

0.9 


1925 

0.83 

1.1 

1.8 


1926 

2.3 

2.8 

1.5 


1927 

0.56 

0.70 

0.5 


1928 

0.92 

1.1 

1.5 


1929 

1.5 

1.8 

1.2 

1.5 

1930 

-0.67 

-0.86 

-3.9 

—5.7 

1931 

-3.1 

-5.1 

-5.9 

- 10.8 

1932 

-4.8 

-11.1 

-6.4 

- 15.9 

1933 

-4.0 

-9.5 

-2.8 

-6.7 

1934 

-3.3 

-6.6 

-2.2 

^ 4.4 

1935 

-2.1 

-3.9 

-1.3 

—2.3 

1936 

-0.71 

-1.1 

-0.9 

-1.4 

1937 

-1.4 

-2.0 

-0.8 

-1.1 

1938 

-0.70 

-1.1 

-1.5 

-2.4 

Total, 1919-38 

-9.04 

-0.7 

j 


1939 



1 

0.4 

0.6 

1940 



1.8 

2.3 

1941 




4.1 

1942 




3.6 

1943 




37 

1944 



5.4 

3.4 

1945 




2.8 

1946 




4.7 

Total, 1929-46 




0.8 


“ Kuznets, Mational Income and Its Composition, 1919-1938, I, 216-17, Table 22. After 
inventory adjustment and depreciation adjustment (Chapter 5, § 1, 30, 42). 

^ Survej! of Current Business, April, 1944, p. 15, Table 15 (1929-40); February, 1946, p. 8, 
Table 7 (1941—45); February, 1947, jjp. 7, 8, Tables 2, 4 (1946). Data for 1919-28 from 
Hoffenberg, op. cit., p. 130. For estimates by the staff of tlie Securities and Exchange 
Commission, for 1933-37, which do not differ greatly from those by Commerce, see 
R. W. Goldsmith and Walter Salant, “The Volume and Compoupnts of Saving in the 
United States, 1933-1937,” Studies in Income and Wealth, III, 284-85. 
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pair of year-beginning and year-end net worths are computed on the 
same price level. But during a downward movement of prices, when 
the year-end assets are being computed on a lower price level than 
the year-beginning assets, the dissaving will tend to be overstated 
rather than understated, for comparison with a year of stable prices.^ 
However, most of these elements of difference between year-beginning 
and year-end price levels have been removed in the Kuznets series in 
Table 39. 

C. Saving by Individuals 

19, The saving by an individual is (a) the income received by him, 
including dividends and including his entire share in the year’s profits 
of a partnership or a sole proprietorship, whether distributed or not, 
(b) minus the taxes paid by him during the year (or, alternatively, 
the tax liabilities accrued by him during the year), (c) minus his ex- 
penditures on consumption goods and services. 

Table 40 presents estimates of saving by individuals in the United 
States, 1919-45. In both the Kuznets and Commerce series, con- 
sumption expenditure does not include the purchase of a house by an 
individual; money so expended is counted as money saved. Kuznets 
tends to show a smaller absolute and percentage amount of saving 
by individuals, by (a) including imputed net rent on owner-occupied 
homes in income and (b) including in consumer expenditure the “ex- 
penditure” for imputed gross rental on such homes (including, of 
course, depreciation) Both series include unincorporated enterprises; 
the saving is what is left of the income, including profits of partner- 
ships and sole proprietorships, after subtracting expenditures on con- 
sumption and personal taxes.^ 

Kuznets’ series of saving by individuals is directly comparable with 
his national income total, since it shows what consumers have left of 
factor income, excluding transfer income (but see § 20). However, 
the series presented in Table 40 is subject to slight correction as 
a result of revisions Kuznets has subsequently made in his estimates 


1 M. A. Copeland, “Concepts of National Income,” Studies in Income and Wealth, I, 31. 

“ Kuznets, op cit., p. 277. 

* Ibid., Table 39, p. 276, presents data for “individuals” and “entrepreneurs” (here com- 
bined) separately. For a discussion of the attempts formerly made to measure the amount 
of the unincorporated concern’s profits that were saved by the concern (not distributed to 
the proprietors) see M. A. Copeland, “Concepts of National Income,” Studies in Income and 
Wealth, I, 21-22, 51-53, and discussion by Kuznets, ibid,, pp. 41-42. 



TABLE 40 


Saving by Individuals and Unincorporated Enterprises, United 
States, 1919-46 (Kuznets and Commerce) 

(in billions of current dollars) 



Kuznets 

Commerce 

Absolute 

Amount ^ 

Per Cent of 
National 

Income 

1 

Una djusted 
Absolute 
Amount ^ 

Adjusted 

Absolute 

Amount 

Per Cent of 

National 

Income 

1919 

$10.6 


' 



1920 

7.2 





1921 

1.6 





1922 

3.4 





1923 

6.0 

8.4 




1924 

3.7 

5.1 




1925 

6.8 

8.9 




1926 

4.8 

5.9 




1927 

5.3 

6.6 




1928 

4.6 

5.6 

i 



1929 

6.3 

7.2 

$8.8 

$8.3 

10.0 

1930 

2.8 

3.6 

5.8 

5.3 

7.7 

1931 

2.8 

4.6 

5.4 

3.7 

6.8 

1932 

1.5 

3.5 

2.6 

0.9 

2.3 

1933 

0.5 

1.2 

2.1 

0.9 

• 2.1 

1934 

1.3 

2.6 , 

3.3 

2.0 

4.0 

1935 

4.6 

8.5 

4.1 

2.5 

4.5 

1936 

8.3 

13.2 

6.1 

3.8 

5.9 

1937 

7.3 

10.4 

6.7 

6.7 

9.4 

1938 

3.7 

5.7 

4.4 

3.9 

6.1 

Total, 1919-38 

93.2 

7.0 




1939 



6.0 

5.6 

7.9 

1940 



7.3 

6.8 

8.8 

1941 



14.2 

14.3 

14.8 

1942 



28.6 

29.1 

23.8 

1943 



33.3 

33.9 

22.7 

1944 



38.9 

37.5 

23.3 

1945 



33.1 

30.6 

19,0 

Total, 1929-45 



2 10.7 

195.8 

13.7 

i 

1946 



18.8 

c 

1 

c 


“ Kuznets, National Income and Its Composition, 1919-1938, p. 276, Table 39. For 1934 the 
minus sign in Kuznets’ book is a misprint. • 

i’ Survey of Current Business, February, 1947, p. 7 (1945-46, for unadjusted figure); Feb- 
ruary, 1946, p. 8 (1941-44, and 1945 for adjusted figure); April, 1944, p. 14 (1939, 1940); 
May, 1942 (1929-38), p. 12. 

“ Not available. 
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on the product side. These revisions result in a new total for con- 
sumer expenditures, but the estimate for consumer incomes remains 
unchanged. Hence consumer saving is altered. The difference is not 
substantial enough, however, to justify omission of the old series, 
since no revision of this particular series has yet been published. 

The Department of Commerce series of saving by individuals, un- 
like Kuznets’ series, is not directly comparable with the Commerce 
series of national income, since the Department estimates show what 
consumers have saved from their “income payments,” not their 
“income.” The income payments include transfer payments: social 
security benefits paid, soldiers’ bonus and war service pensions, direct 
relief, and allotments to dependents of military personnel; and they 
exclude employers’ and employees’ contributions to social security 
and pension funds. In all these respects they differ from national 
income; therefore, the Commerce series in the third column of Table 
40 — “unadjusted” saving — ■ cannot be expressed as a percentage of 
national income. Total saving will not equal total investment, in so 
far as saving is defined in terms of income payments rather than 
national income, unless the government’s deficit (dissaving) is cor- 
respondingly recomputed.^ 

20. If the transfer payments are subtracted and the employer and 
employee contributions to social security funds are added to the 
figure that the Commerce Department presents as “Net savings of 
individuals,” a figure is obtained that may be compared with, and 
computed as a percentage of, the Department national income total. 
This is called in Table 40 an “adjusted” amount of net saving of in- 
dividuals. 

Kuznets does, indeed, include direct-relief payments in the income 
of individuals. He thus includes it in national income, but removes 
it at another point by increasing the government’s loss as an enterprise 
(Chapter 5, § 57). Hence Kuznets will tend to show a larger saving 
by individuals than even the adjusted Commerce figures in Table 40. 
But he shows a larger dissaving by government than the Department 
would show. 

21. The technique of estimating a quantity as a residual is used 
more intensively in the Commerce and Kuznets series on saving by 
individuals than in any other. The last step in the Commerce series 

^ See Clark Warburton, “Accounting Methodology in the Measurement of National 
Income,” Studies in Income and Wealth, 1, 104—10. 
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has already been noted: saving by individuals is obtained by subtract- 
ing consumer purchases from disposable income, itself a residual of 
income payments minus personal taxes. But consumer purchases is 
itself a residual estimate, obtained from gross national product by 
subtracting direct estimates of government purchases, private gross 
capital formation, and increase in foreign balance. Thus, an estimate 
of individual saving is obtained by subti-acting one residual from an- 
other. This affords an unusual chance for errors to accumulate, as 
well as to offset each other. 

22. Estimates of saving by individuals have been made by the 
Securities and Exchange Commission for the years 1 933-45. They are 
especially significant for comparison with the Kuznets and Commerce 
estimates because they are computed by an entirely different proce- 
dure. They are made, not from data on income and expenditure, 
but from data on changes in assets held by individuals and changes in 
their liabilities. Moreover, the concept of saving is more extensive 
than that of either Kuznets or the Commerce Department, since it 
includes estimated net increases in consumer holdings of consumer 
durables, not only houses, but also automobiles, furniture, and house- 
hold machinery.^ And the increase in the old-age reserve account 
and the unemployment trust fund, under the Social Security Act, is 
attributed to individual saving, not government saving.^ 

D. Total Saving 

23 . Estimates of total saving in the United States are given by 
Kuznets, but not in the Commerce data published in 1946. Approxi- 
mations of net capital formation derived from Department data, 
given in Table 30 in Chapter 6, serve as very rough estimates of 
total saving. 

Kuznets’ estimates have already been presented, in Table 29 in 
Chapter 6 (§ 51), as “net capital formation.” As computed by Kuz- 
nets, net capital formation is the same thing as net investment, and 
the total of net investment equals the total of saving, as explained 
earlier in this chapter (§§ 2-3). 

1 The technique of estimating and estimates for 1933-42 (prelinainary staff estimates) are 
given by Hoffenberg, op. cit., pp. 138-41; Table 4, p. 131. Estimates on a somewhat differ- 
ent basis for the years 1940 to date are available in quarterly releases of the Commission. 
Por a 1940-42 comparison with Commerce Department data, see Sarny cf Current Business, 
March, 1943, p. 18, footnote 4. For a detailed description of the method used, see Gold- 
smith and Salant, loc. cit,, pp. 244-84. 

2 Goldsmith and Salant, op. cit., p. 255, and discussion by Gerhard Colm and E. L. 
Dulles, ibid., pp. 294-95, 300-301, and Goldsmith and Salant, ibid., pp. 311-13. 
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The only other series on total saving in the United States is the 
one compiled by the staff of the Securities and Exehange Commission. 
Chiefly because of differences in concepts, and because the latter series 
does not remove inventory changes due to changes in prices, the two 
series cannot be compared without substantial adjustments. As they 
stand, the S.E.C. estimates of total saving are usually about $2 billion 
to $3 billion less than those of Kuznets, for the years they overlap.^ 

24 . A review of the Kuznets data indicates that, for the two decades 
1919-38, individuals, not corporations, were the ones that did the 
saving. His estimates show that individuals’ savings were positive in 
every year of the great depression. The Commerce data, as of 1946,^ 
likewise, show no dissaving by individuals in any year. ' This finding 
is all the more remarkable since “individuals” in both series includes 
unincorporated concerns, many of which experienced heavy losses. 
Annual savings of individuals including unincorporated firms fluc- 
tuated, according to Kuznets, in the $2 billion to $7 billion range in 
the nineteen-twenties, dropped to $0.5 billion in 1933, and recovered 
to $8 billion in 1936. 

Kuznets also estimates the savings of individuals as such, distinct 
from the unincorporated enterprises they own. Their income in- 
cludes the estimated amounts they withdraw for their own use from 
such concerns. In 1 932, Kuznets estimates that savings of individuals, 
thus interpreted, was $5 billion, almost as much as in 1929 ($5.2 
billion).® 

Part of the explanation for the amounts of saving estimated for 
individuals in depression may lie in the exclusion from the national 
income data of capital gains and losses. Many individuals probably 
pay fairly close attention to their capital gains and losses, realized or 
even merely accrued, and regulate their spending, hence their saving, 
accordingly. Inclusion of such gains and losses would have increased 
the annual saving of individuals in the boom years by perhaps $6 
billion.^ Likewise, subtraction of capital losses from individuals’ 

1 HofFenberg, op. cit., p. 131, Table 4; and Goldsmith and Salant, op. cit., p. 237, Table 
1, and pp. 242-43. 

2 But see Appendix B below. 

3 Kuznets, National Income and Its Composition, 1919-1938, 1, 276, Table 39. In the column 
of Kuznets’ table headed "Savings of individuals and entrepreneurs,” the figm-e, — 1.3, 
for 1934, is a misffrint and should read -f- 1.3. 

^ Kuznets, op. cit., I, 296, citing Maurice Leven’s data {Americans Capacity to Consume') for 
1929. See also Clark Warburton, ‘TV: Treatment of Capital Gains in the Measure- 
ment of National Income,” in his "Accounting Methodology in the Measurement of Na- 
tional Income,” in Studies in Income and Wealth, I, 97-101. 
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incomes would almost surely have resulted in a negative figure for 
individuals’ saving in 1930-33, and perhaps even in later years. Still, 
even under this reckoning, over the entire twenty-year period it 
would have been the individuals (and to a minor extent the govern- 
ment, under Kuznets’ methods of computation), not the corporations, 
that would have done the saving.^ 

25. During World War II, individuals increased their saving 
greatly. The Department of Commerce data for “net savings of indi- 
viduals,” as adjusted in Table 40, rose to $14 billion in 1941, $29 
billion in 1942, $34 billion in 1943, and $37 billion in 1944. The 1944 
savings equaled 23 per cent of the national income. Meanwhile, 
corporations saved between $4 billion and $5 billion a year, and 
in addition were piling up $1 billion to $5 billion a year in prepara- 
tion for the payment dates of increased taxes that were being charged 
off profits in the year of earnings, although not due to be paid until 
the next year.^ 

These large amounts of saving did not correspond to net capital 
formation, except in 1941, since this item was negative, or nearly so, 
depending partly on definitions used, during each of the war years 
1942-44 (Chapter 6, Table 30). Rather, the large total of individual 
and corporate saving in 1942-44 corresponded to an item of-roughy 
similar magnitude in the government’s accounts: federal deficit 
(§ 10 ).* 

VII. DISTRIBUTION OF FAMILIES AND SINGLE PERSONS BY SIZE OF 

INCOME 

26. The percentage of an individual’s income that is saved varies 
substantially according to the amount of his income; and among in- 
dividuals with the same amount of income, those in rural areas usually 
save a larger proportion. 

Estimates of the distribution of individuals or families in the United 
States by amount of income have been made for the twelve months’ 
period ending June 30, 1936, and for the calendar year 1941 and the 

^ For comments on the consumption-income relation shown by Kuznets’ data, see Rollin 
F. Bennett, “Significance of International Transactions in National Income,” Studies in 
Income and Wealth, VI, 149-64. 

^ Survey of Current Business, February, 1945. For a discussion of wartime consumer sav- 
ing, see Milton Gilbert and George Jaszi, “National Income and Nq^ional Product in 
1942,” Survey of Current Business, March, 1943, pp. 18-19. 

® Milton Gilbert and George Jaszi, “National Income and National Product in 1943,” 
Survey of Current Business, April, 1944, Table 6. 
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first quarter of 1942. Both of these estimates are based primarily 
on carefully designed sample surveys consisting of interviews in the 
home by field agents of the Bureau of Labor Statistics of the Depart- 
ment of Labor and the Bureau of Human Nutrition and Home Eco- 
nomics of the Department of Agriculture. Supplementary data were 
obtained from published sources, particularly Statistics of Income. 

These are the only two estimates of this kind that have been made 
for tlie United States. Other compilations that have been published 
are either based on one of these two studies or are built up from 
scattered sample data that were not gathered with a view to compiling 
an over-all estimate.^ 

Data far richer in detail but much narrower in geographic scope 
have been supplied by three state-wide studies made in the nineteen- 
thirties. They cover Delaware for 1936-38, Minnesota for 1938-39, 
and Wisconsin for 1929 and 1934-36, including a sample of identical 
taxpayers for the years 1929-35. In addition to the volumes contain- 
ing the basic tables, studies analyzing the data have begun to appear.® 

27. The 1935-36 estimate, made by the National Resources Com- 
mittee, is based primarily on interviews with 300,000 families. A 
family, as defined for this study, “consists of two or more persons living 
together as one economic unit, having a common or pooled income 
and living under a common roof.” ® For each income class above 

1 For a description of all the attempts that have been made to estimate the distribution of 
families and individuals in the United States by size of income, see C. L. Merwin, Jr., 
“American Studies of the Distribution of Wealth and Income by Size,” Studies in Income and 
Wealth, III, 30-73. Activity in this field of research is growing rapidly. See the papers 
by Albert Gailord Hart and Julius Lieblein (“Family Income and the Income Tax Base”), 
Charles E. Noyes and Ernest R. Hilgard (“Estimated Income Distribution in Three Sur- 
veys of Consumer Requirements”), and Neal Potter and David Rosenblatt (“Method of 
Estimating the Distribution of Civilian Money Income in 1942”), in Studies in Income and 
Wealth, VIII; Horst Mendershausen, Changes in Income Distribution During the Great Depres- 
sion-, Dorothy S. Brady and Rose D. Friedman, “Savings and the Income Distribution,” 
and William Vickrey, “Resource Distribution Patterns and the Classification of Families,” 
Studies in Income and PFeaWi, _X, pp. IV-1 — IV-14, and pp. IV-15 — IV-47 (mimeo- 
graph). For references to, and comments on, earlier work in this field in the United States, 
see Albert G. Hart, How the JIational Income Is Divided, University of Chicago Public Policy 
Pamphlet no. 23, 1937. 

“ Frank A. Hanna, Joseph Pcchman, and Sidney Lerner, “Analysis of Wisconsin In- 
come,” Studies in Income and Wealth, IX (a foreword by Milton Friedman describes the scope 
of the state studies) ; Roy G. Blakey, William Weinfeld, James E. Dugan, and Alex L. Hart, 
Analyses of Minnesota Incomes, 1938-39. 

° Consumer Incomes in the United States, p. 40. For a description of the types of families in- 
cluded and excluded in the sample for the income study, and for the sample in the con- 
sumer-purchases study (where the data on saving were obtained), see Consumer Expenditures 
in the United States, pp. 105-07. For a brief description of the income study, see Merwin, 
op. cit, pp. 51-54, 67-73. 
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$7500, the number of families was derived from federal income-tax 
data.^ From these two sets of data estimates were made for the 29 
million families of two or more persons. From a variety of sources, 
including some sample interviews, estimates were made for the 10 
million single individuals living alone or as lodgers, and for the 
2 million persons living in institutions and quasi-institutional groups 
(for example, the armed forces). The incomes of this last group are 
received, in whole or in part, as subsistence and care supplied by the 
institution. 

Income was defined to include home-grown food and other farm 
products consumed by the family. It also included net imputed 
rental on owner-occupied homes (before subtracting depreciation, 
however), relief payments and other benefits, and gifts used for current 
living expenses. To this extent the total income shown tends to be 
more than the national income as computed by the Commerce De- 
partment. But since corporate savmg is not included, it also tends to 
be less. The net result, due also to some other differences, is a total 
only slightly larger than the Commerce Department estimate of 
$59.6 billion national income for the twelve months ending June 30, 
1936. If allowance is made for the differences in concept, there is a 
discrepancy of about 5 per cent.^ 

Personal taxes — chiefly income, property, and poll taxes — were 
not deducted in computing income. Soldiers’ bonus was not included 
in income. 

28 . The distribution of families and of single individuals may best 
be noted separately, since they are usually qualitatively different 
economic units. Table 41 reproduces the estimates of distribution of 
families, and Table 42 shows the distribution of single individuals. 

The estimated amount of income saved by families at various income 
levels is based on information obtained from about 42,000 of the 
300,000 families that reported their income.® These 42,000 families 
also reported the amounts they spent on food, housing, clothing, and 
so on — a phase of the survey not covered in the present volume. 
Saving and spending estimates were made for single persons also. 

See Enid Baird and Selma Fine, “The Use of Income Tax Data in the National Re- 
sources Committee Estimate of the Distribution of Income by Size,” Studies in Income and 
Wealth, III. 

** Consumer Incomes in the United States, pp. 34—35. See also Harold Barger, Outlay and In- 
come in the United Stales, 1921—1938, pp. 362—65. 

® Consumer Expenditures in the United States, pp. 107, 122. 



TABLE 41 

Distribution of Families and of Aggregate Income Received, by Income Level, United States, 1935-36 
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Consumer Incomes in the United States^ August, 1938, p. 18, Table 3. ^ Less than 0.005 per cent. 



TABLE 42 

Distribution of Single Individuals and of Aggregate Income Received, by Income Level, United States, 1 935—36 
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Consumer Irwomes in the United States, August, 1938, p. 30, Table 15. Less than 0.005 per cent. 
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Each family’s income was divided into three parts: amounts spent 
on personal consumption, paid in personal taxes, and saved. Con- 
sumption expenditures included the imputed rental of home-owners 
and the food and other products grown and consumed by rural or farm 
families, which were included in computing income. 

29. Table 43 shows the amount saved in each income class of fami- 
lies. Of the $42.9 billion income not saved, only $2 billion went to 
gifts and personal taxes; the other $40.8 billion was spent on current 
personal consumption. 

The ten million single individuals are estimated to have saved $1.2 
billion out of their $11.6 billion income.^ 

The estimates of saving for the highest income group and the low- 
est income group are much less dependable than the others. The 
number of interviews with persons of incomes over $20,000 was ex- 
tremely small — fourteen, in fact ® — and reliance was placed largely 
on extrapolations based on data for the lower income groups.® In 
the lowest income group (under $500), the number in the sample was 


TABLE 43 

Amount Saved by Families in Various Income Classes, United 
' States, 1 935-36 ^ 


1 

Income Class 

Number of Fomllfes 
(millions) 

Aggregate Income 
(billions of dollars) 

Savings 

(billions of dollars) 

Under $500 

4.2 

$1.3 

$-0.68 

$500-$750 

3.8 

2.4 

-0.35 

$750-$ 1,000 

4.3 

3.7 

-0,25 

$1,000-$ 1,250 

3.9 

4.3 

-0.12 

$1,250-$ 1,500 

2.9 

3.9 

0.04 

$ 1,500-$ 1,750 

2.3 

3.8 

0.13 

$1,750-$2,000 

1.9 

3.5 

0.17 

$2,000-$2,S00 

2.5 

5.5 

0.45 

$2,500-$3,000 

1.3 

3.6 

0.41 

$3,000-$4,000 

1.2 

4.0 


$4,000-$5,000 

0.4 

1.8 

0.36 

$5,000-$ 10,000 

0.5 

3.5 

1.03 

$10,000-$ 15,000 

0.13 

1.5 

0.58 

$1S,000-$20,000 

0.06 

1.0 

0.41 

$20,000 and over 

0.09 

3.9 

1.98 

Total 

29.4 

• 

47.7 

4.81 


- - rrrw 

® Consumer Expenditures in the United States, 86, Table 24-A* 


‘ Ibid., p. 88, Table 28 A. * Ibid., p. 122, Table 1 B. » Ibid., p. 136. 
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rather small (712, of which 512 were on farms), and in most of the 
urban units no information at all was obtained from families with 
income under $500. The assumption was made that the average 
saving by families in the $250 to $500 class was $250 less than the 
average saving by families in the $500 to $750 class, and that the 
average saving by families in the under-$250 class was $500 less. 
In effect, it was assumed that the difference in income made no differ- 
ence in total consumption expenditure.^ This assumption, based on 
the examination of what few data were available for low-income fami- 
lies, accounts for the large amount of dissaving recorded in Table 43 
for the under-$500 group. 

30 . In drawing conclusions from the data on distribution of fami- 
lies by income classes and distribution of amount saved by income 
classes, some qualifications must be kept in mind. 

The income classes are according to incomes before deducting 
personal taxes. In 1935-36, deducting personal taxes would have 
moved few families into a lower range, since the federal income tax, 
the chief personal tax, was being levied at comparatively low rates. 
But for a present-day distribution the difference would be substantial.® 

The tables show nothing about the wealth of the income recipients. 
Some of those with incomes under $500 were doubtless living off their 
capital. At 3 per cent interest, a $500 income implies a capital of 
$16,667. Retired persons living on annuities also may account for 
a part of this imder-$500 group.® 

Owing to inadequate records of tax-exempt income received by 
wealthy persons (interest on state and local bonds is exempt from 
federal income tax), the amount of income in the over-$20,000 group 
may be somewhat understated. 

Some of the families in a low-income group are there for that par- 
ticular year only, or only for an occasional year. An individual busi- 


1 Ibid., p. 134. 

“ D. G. Champeraowne presents a distribution of individuals in Great Britain according 
to net income after taxes, for 1938-39 and 1944-45. The change in distribution is striking. 
“The National Income and Expenditure of the United Kingdom, 1938-1945,” Bulletin of 
the Oxford University Institute of Statistics, May, 1946, p, 137. In the study prepared by 
Dorothy S. Brady, from a survey conducted by the United States Department of Labor, 
“Expenditures and Savings of City Families in 1944,” Monthly Labor Review, January, 
1946, the data are tabulated by income after personal taxes. 

3 On some aspects of the relation between wealth and income, see the articles, “A Na- 
tional Survey of Liquid Assets,” in Federal ^Reserve Bulletin, by Henry H. Villard (June, 
1946, and July, 1946) and Duncan McG. Holthausen (August, 1946) based on studies 
conducted by George Katonah and Eleanor Maccoby of the Division of Program Surveys, 
United States Department of Agriculture. 
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nessman suffering a loss, for the year is presumably in that group. 
Likewise, a year of good commissions or back-dividend payments or 
large partnership or proprietorship profits may put a family tempo- 
rarily in one of the high-income groups. These “transients” almost 
surely tend to spend more (in the low-income group) and save more 
(in the high-income group) than the permanent occupants of those 
groups. They thus tend to exaggerate the volume of dissaving in the 
low-income group and the volume of saving in the high-income group.^ 

The fact that dissaving is shown for the income group $500 to $750, 
for example, conceals the fact that many of the families within that 
group had positive savings. Similaiiy, some families presumably dis- 
saved, although within an income group that in the aggregate showed 
positive savings. Some families, staying within a given income group, 
may even save and dissave in various years in a roughly recurring pattern. 

31 . The only other nation-wide estimate of distribution of families 
and single persons by size of income that has been made through a 
carefully designed sample study, in the United States or abroad, so 
far as the present writer is aware, is for the year 1941 and the first 
three months of 1 942, by the Department of Labor (Bureau of Labor 
Statistics) and the Department of Agriculture (Bureau of Human 
Nutrition and Home Economics) Table 44 shows the number of 
families and single consumers in each income class in 1941 if income 
is defined to include non-money income, chiefly imputed rent on 
owner-occupied homes, and food grown by the consumer or received 
as payment in kind. 

Table 45 shows per-family estimates of receipts, disbursements, and 
saving or dissaving for each of six total-income classes, 1941. 

Exact comparison with the results of the 1935-36 study are not 
possible, owing chiefly to the inclusion in the later study of more 
elements of income in kind, but a general eomparison is valid.® It 
reflects, of course, the large increase in national ineome, both in real 
and dollar terms, that occurred between the two periods.^ 

1 See these and other considerations as analyzed by William Vickrey in “Resource Dis- 
tribution Patterns and the Classification of Families,” Studies in Income and Wealth, X, 
pp. IV-15 — IV-47 (mimeograph). 

® Published in Family Spending and Saving in Wartime, Bulletin 822, Department of Labor, 
1945. 

spWif., pp. 199-200. 

•* For discussion of some of the topics covered in this chapter, see Gottfried Haberler, 
“II: National Income and its Components as Instruments of Economic Analysis . . .” pp. 
147-66, 186-88, and the discussion by M. A. Copeland, pp. 167-72, and Hans Neisser, pp. 
172-81, in Haberler’s “National Income, Saving, and Investment,” Sticdies in Income and 
Wealth, II, 139-88. 



TABLE 44 

Distribution of All Families and Single Consumers, by Annual Total Income, Money and Non-Money, 

United States, 1941^ 



Spending and Saving in TVariiTne, Bulletin J'lo. 822, p. 91, Table 14, 





^ Family Spending and Saving in Wartime, BuUetin No. 822, p, 92, Table 16. 

^ Less than 50 cents. 

^ The deficils and surplus^ were obtained by adding changes in assets and liabilities reported by the families, and there is a slight discrepancy 
in some of the columns between the net change and the receipts-disbursements totals. 
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l^ational Income Produced in 
the Several Industries 


1 . An industrial division of the economy is based on type of com- 
modity or service produced. On this basis agriculture, manufactur- 
ing, wholesaling, and other divisions are distinguished. 

The economy may first of all be divided into two great industries: 
government and private enterprise. The government product is dis- 
tinguished not by its physical nature, but by being distributed free of 
charge or at a charge not determined by the aim of at least covering 
costs. 

If adequate data were available on the imputed income of house- 
wives (Chapter 5, § 4), a third great industrial sector would be the 
home. Home product is distinguished by being produced under cus- 
tomary or agreed-upon rules of work, not under the incentive of 
money reward. 


I. GOVERNMENT AND PRIVATE ENTERPRISE 

2 . The relative economic importance of the government and pri- 
vate segments of the economy may be expressed in several different 
ways, according to the meaning given to “economic importance.” 

The hypothetical illustrations of the six-man economy employed 
in Chapter 7 greatly oversimplified the government’s rdle in the 
economy. The government spent all its money on labor and in inter- 
est on borrowed funds. Consequently, it directly supervised the 
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production of all the goo'ds and services that it dispensed. In real life 
the government, like a private-enterprise concern, spends much of 
its money purchasing products that have been produced elsewhere. 
The end product or final service that it distributes free of charge is 
only in part a result of the labor and capital employed under its super- 
vision. The governmen c is both a producer and a dispenser of goods 
and services, and it dispenses much more than it produces. 

Police protection in a city illustrates the distinction. The dis- 
pensing of this protection among tire various inhabitants and proper- 
ties is carried out entirely by the city. The production of the service, 
however, is carried out partly by private enterprise. The productive 
service represented by the effort exerted and the time spent by the 
policeman is indeed produced by the city government. City officials 
hire the policeman, set his’ conditions of work, and may discharge 
him, under general rules adopted by the voters. But with respect to 
the patrol car that he uses, which likewise contributes to the final 
product (police protection), the city authorities are only middlemen. 
The labor and capital that produces the patrol car are guided and 
paid for by business firms operating under private enterprise. The 
city officials buy the finished car from private enterprise and, com- 
bining .it with the policeman’s services, dispense the end product, 
police protection, among the individuals in the community. And if 
part of the police protection is a service to business, rather than a 
true end product (consumers’ service), then the end product turned 
out by the business has been in part produced by the government, as 
reflected by part of the policeman’s wages. 

Consequently, the economic influence of government and private 
enterprise may be compared in at least two different meanings. One 
approach is to compare the amounts dispensed under the auspices of 
each. The other is to compare the amounts of production carried 
on by each; that is, the value added by government compared to the 
value added by private enterprise. 

3. No data are presented here on the relative r61e of government 
under the “dispensing” test, but Table 46 shows the role of the 
government as a producer, under the value-added test. A statement 
of the proportion of end products and services dispensed by govern- 
ment must await a segregation of government services to consumers 
from all other government services. 

If war expenditures are assumed to yield final products (contrary 
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to the position taken in Chapter 7, § 52), it is obvious that in wartime 
the rdle of the government as a dispenser of final products increases 
enormously. In contrast, its role as a producer does not increase 
to a similar degree, at least in the United States. In World War 
II more than half the final product of the United States economy, 
defined to include munitions, service by members of the armed forces, 
and other war goods and services, was used up or dispensed by the 
government. But the proportion of the economy’s total output pro- 
duced by government rose only from 12 per cent of the national in- 
come in 1940 to 21 per cent in 1945. Government arsenals expanded, 
but privately owned and operated munitions plants expanded also. 
Millions were drawn into the armed forces, but millions of unem- 
ployed, housewives, students, and retired workers were drawn into 
employment with private firms. 

4 . There is still a third way of computing the proportions of gov- 
ernment and private-enterprise segments of the economy. When 
the government makes money payments to a family for home relief, 
it is neither producing nor dispensing a final commodity or service. 
It is, however, dispensing a command over goods and services. To 
that extent it is controlling or influencing the amount and kind of 
economic activity. 

5 . The type of question to which an answer is being sought will 
determine the method of computation as well as the degree of refine- 
ment in measurement. The following problems are illustrative but, 
of course, do not exhaust the possibilities. 

The discussion may be of the economic freedom of the worker and 
the investor — freedom not only to move from one activity or one 
locality to another, but also freedom to act collectively, power to 
enforce demands in rate of remuneration, conditions under which the 
labor or capital is employed, and so on. Here the relevant measure 
is production, not the amount of product dispensed. 

The analysis may concern the adequacy of the money incentives 
that the economic system offers to put at risk either money capital or 
expensively acquired labor skill in enterprises with uncertain pros- 
pects, where the penalty for erroneous prediction is a substantial 
decline in money income or even a net loss of wealth. Here, too, 
so far as a distinction may be drawn on these grounds between gov- 
ernment activity and business activity, it is usually the producing 
proportions, not the dispensing proportions, that are relevant. 
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But the issue may instead be, who decides how the economic re- 
sources of the community shall be allocated among the various 
possible ends — how much bread shall be produced compared to 
how much transportation service, and how much police protection? 
Then the proportion of final products dispensed by the government is 
the relevant ratio. The 'degree to which a community is dedicating 
its eflforts to a war will be described more intelligibly in terms of this 
ratio than the other two. 

In discussitig the powers of government to prevent mass unemploy- 
ment and sharply declining prices on the one hand, and its ability 
to prevent a sharp rise in prices on the other, the third measure is 
usually the most relevant: the value of commodities and services dis- 
pensed or used by the government plus the transfer payments that it 
makes, like home relief, compared with the value of the commodities 
and services dispensed to others than the government tlnrough the 
system of private enterprise. By changing either its transfer payments 
or its purchases or its production of goods and services, the govern- 
ment influences the general level of prices and employment. 

6 . The total output of private enterprise is usually broken down 
according to the net value added by each major industry — the 
mining* industry, the manufacturing industry, the trade industry, 
and so on. The government, on tlie contrary, is usually considered 
to be but one industry, like manufacturing or trade. 

Conceivably, however, government production could be broken 
down into sub-industries, or stages, using the value-added technique. 
General-purpose production, the rendering of services by legislators, 
for instance, might be comparable to the extraction of raw materials 
in private industry. Manufacturing is carried on in government 
arsenals. Storage and distribution of the product, comparable to 
some of the functions performed by retail and wholesale trades, are 
accomplished in the stationing and maintenance of the ships of the 
navy. That no computations based on such a classification have 
ever been made is doubtless due to the difficulties arising from the 
fact that the government produces services, not commodities. The 
manufacturing and distributive activities are fused into one stage, 
just as they are in private-enterprise production of services. The 
lack of any purchase and sale of the government product even at 
earlier stages adds to the difficulties of measurement. The legislature 
does not bill the navy and the police department for its services. A 
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government is a vertically integrated conpern, except for the few 
cases where a central government sells services to a state (or provincial) 
or municipal government. 

7 . Government production might also be measured by kinds of 
finished product. The classification could be of the usual type: po- 
lice protection, fixe protection, judiciary, and so on. Or it could be 
in terms of services to consumers, services to business, and services to 
the economy generally. In fact, there are no data at all on govern- 
ment production broken down by either of these classifications. There 
are, to be sure, computations available on the cost of police protec- 
tion, the cost of education, and so on, but they reflect something dif- 
ferent from what is under discussion here. The cost-of-education 
data include not only the salaries of the teachers, which represent 
actual production by the government, but also the purchases of books, 
paper, fuel, and other supplies, which have been produced by private 
enterprise. With respect to this part of its expenditures, government 
is acting merely as a dispensing agent (§2). Hence the total govern- 
ment expenditure on education, for example, reflects something more 
than the amount of education produced directly by the government. 
It also tends to reflect something less, since, as implied in § 6, the data 
do not include any charge for government overhead that might be 
reasonably attributed to education — for example, the time and 
effort sperit by legislators in formulating and watching the progress 
of the educational program. (See Chapter 6, §§ 27—30, for available 
data on government product.) 


II. FACTOR PAYMENTS CLASSIFIED BY INDUSTRY 

8 . The estimates of type of factor payments — total wages and 
salaries, total net rent, total interest, total profit — are each built up 
by data from each of the several industries. The total wages paid in 
the manufacturing industry are added to those paid in retail trade, 
and so on. Indeed, the basic building block of national income sta- 
tistics on the factor-payment side is a still smaller industrial sub- 
division, the electrical machinery industry, for example. The 
salaries and wages paid in that industry represent a “cell” — an 
“industry type-of-income cell” — ■ so called because tjie amount is 
shown in a cell in a cross-tabulation: 
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Factor Payments 


Industry 

Wages and 
Salaries 


Electrical 

machinery 

$000,000 



It is therefore evident, even apart from the intrinsic interest of the 
end product, why the computers of national income have spent much 
time and effort in a critical examination of the industrial classifica- 
tions of Statistics of Income, the Census of Manufactures, and other sources.^ 

The amount of national income attributed to each of the various 
industries within the private sector corresponds fairly closely, in prin- 
ciple, to what the Census of Manufactures calls “value added” by the 
industry. The value added by an industry is computed by deducting 
from the value of its products (excluding construction, repair, and 
maintenance work on force account (Chapter 6, § 29)), the cost of 
materials, fuel, and electrical energy purchased from other concerns. 
This “value-added” figm'e tends to be larger than the national in- 
come created by the industry, since it is computed without deduct- 
ing def)reciation, services purchased from other concerns, taxes, and 
some other minor items.^ 

All data on income produced by the several industries must be 
taken with reserve, especially if the classification is detailed. The 
difficulties of classification are numerous and substantial.® A real 
appreciation of the problem cannot be obtained without following 
Kuznets and the Commerce Department computations through their 
long explanations of how each of the major industry classifications 
was constructed.^ 

9 . With respect to employee income and the profits of unincorpo- 
rated concerns, Kuznets found it impossible to make direct estimates 
for a few industries. These industries were combined in a “mis- 
cellaneous” group, and estimates were made indirectly. For em- 

1 See Kuznets, National Income and Its Composition, 1919-1938, I, chap. 3, and II, 475 ff., 
and Edward F. Denison, “Revised Estimates of Wages and Salaries in the National 
Income, 1929-43,” Surueji of Current Business, June:, 1945, p. tS, Table 1. 

“ Solomon Fabricant, The Output of Marmfaclunng Industries, 1899-1937, pp. 346-49. 

® See Kuznets, ''oj'i. c%t., chaps. 5 and 8. 

^ Kuznets, op. cit., II, chap. 8j United States Department of Commerce, National Income 
id the United States, 1929-35, chaps. V-XVI. 
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ployee income, a “controlling total” was devised. A controlling total 
is the total of some attribute (for cxcimplc, number employed) other 
than the one being measured (for example, wages and salaries), by 
which the area of partial coverage of the latter attribute can be com- 
pared with the total area it is desired to cover.^ For employee income, 
the controlling total consisted of the number of employable persons; 
that is, the labor force (“gainfully occupied”). The number of fully 
unemployed was subtracted, and from the balance there was sub- 
tracted the number employed in all the mdustries for which direct 
estimates had been made. The remainder, the number employed in 
the miscellaneous group, when adjusted for part-time employment 
and multiplied by an estimated full-time average wage rate derived 
from somewhat similar industries, gave the employee income in the 
miscellaneous industry group. This amount, added to the direct 
estimates of employee income in the other industry groups, gave the 
total of the employee-income part of tire national income. 

For entrepreneurial income the number of entrepreneurs in the 
miscellaneous industry group was estimated directly and multiplied 
by an estimated average net income per entrepreneur. 

For net rent, interest, dividends, and corporate net saving, no 
nation-wide controlling totals could be devised. Direct estimates for 
the industries in the “miscellaneous” group were made in each case 
(except rent, which is an industry group by itself). 

Except for agriculture, transportation and other public utilities, 
and government, the estimates of interest, dividends, and corporate 
saving are taken from Statistics of Income, compiled from federal income- 
tax returns. The reporting unit for corporate-tax purposes is the 
firm, not the factory or warehouse or shop or other establislxment. 
One firm often includes a number of establishments in two or more 
lines of business (industries). For example, many manufacturing 
concerns maintain their own sales forces, thus being engaged in both 
manufacturing and trade. Many firms are vertically integrated 
through several stages; mining, manufacturing, transportation, and 
distribution. Others are horizontally integrated to produce a wide 
variety of products. In Statistics of Income the whole firm is classified 
under the industry accounting for the greatest amount of the firm’s 


^ Kuznets uses the term “controlling total” for the rent estimate, but apparently in a 
somewhat different meaning from that noted immediately above. For a detailed discus- 
sion, see Kuznets, op. cit., I, 112-15. 
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receipts. Moreover, in varying degree in different years, “consoli- 
dated returns” were filed, each return representing a group of firms 
affiliated through inter-company stock-ownership, thus still further 
obscuring the industrial divisions of the data. 

10 . As to profits, dividends, and interest, it will be recalled (Chap- 
ter 5, §§ 23, 47) that the national income total can include only 
dividends and interest received by individuals; otherwise, they would 
be counted twice — once as such, and again in the item “profit” of 
the receiving firm. But there are no data showing how much of a 
given concern’s dividend payments or interest payments goes to 
individuals and how much to business firms. 

The procedure followed by both Kuznets and the Commerce De- 
partment succeeds in estimating the total of dividends and of interest 
paid to individuals. But this estimate of totals is arrived at by com- 
bining items that do not show the flow to individuals, these items 
being the “net dividends paid” and the “net interest paid” by cor- 
porations. This procedure, as will be seen, is the correct one for a 
statement of the amount of national income produced by each 
industry. 

n. Dividends received by the corporations in a given industry 
are suhtracted from their profits (which, as shown on the tax return, 
include such dividends) and also from the dividends paid by these 
corporations. Hence the profits shown in the industry are the profits 
originating there, excluding profits transferred to a corporation by 
dividends from other corporations. Likewise, the dividends paid by 
an industry are reported in national income statistics in a “netted-out” 
form, reflecting only dividends “originating in” the industry. But 
none, or a part, or all of these “net” dividends paid may be paid to 
other business firms rather than to individuals. The industrial classi- 
fication does not show, and is not intended to show, the amount of 
dividends paid to individuals by a given industry. 

12 . As to interest received and paid, the principle followed by both 
Kuznets and the Commerce Department is the same as for dividends 
received and paid. Lack of data, however, has made necessary several 
assumptions and short cuts. For any one industrial group of corpora- 
tions, long-term debt interest and short-term debt interest are treated 
separately. All interest on short-term debt paid by corporations other 
than those representing “aggregations of individuals” (chiefly savings 
banks and insurance companies — see Chapter 5, §§25, 61) is as- 
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sumed to be paid to other business firms (chiefly commercial banks), 
not to individuals. The interest paid on long-term debts is estimated 
from balance-sheet data in Siatislics of Income. From this interest paid 
there is subtracted interest received on long-term debts. Until the 
Commerce Department issues its revised series (presumably in 1947), 
this interest received must be assumed to consist entirely of interest 
on government bonds. Interest paid out minus interest received is 
termed “net interest paid” by the industrial group of corporations, 
and hence interest originating in that industry. This net interest 
paid then also goes to build up tlie nation-wide total of interest re- 
ceived by individuals. As with net dividends paid, net interest paid 
by any one industrial group of corporations does not show interest 
paid by this particular group to individuals. 

The treatment of interest on short-term debts, and its implications 
for an industry-by-industry classification, are given in Chapter 5, 
§25. 

13 . Interest received is not subtracted in computing the net profit 
of the receiving corporations, in contrast to dividends received. It 
has already diminished the profits of the paying concern (in contrast 
to dividends). Or, if the paying concern is the government, no 
“profit” item exists there to be affected (in Commerce Department 
computations) . 

Consequently, the amount of profit attributed to a particular in- 
dustry will depend on whether a corporation in that industry owns 
bonds of corporations in other industries, or, instead, stocks. If it 
holds bonds, the profits (but not the national income) of its industry 
will be larger, and the profits of some other industry, smaller. The 
implications may be summarized by a hypothetical example in which 
a corporation in industry R receives a payment from a corporation 
in industry P — first, as interest; second, as dividends. In both cases, 
P earns $100 operating income, and pays it aU out to R, which passes 
it all on to its stockholders in dividends. 


Industry P: ^ 

1. Profit 

2. Net dividends paid 

3. Corporate saving 

4. Net interest paid (interest paid 

less interest received) 


P Pays P Pays 
intei'cst dividends 

0 100 

0 , 100 
0 0 

100 0 
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P Pays 

P Pays 


interest 

dividends 

Industry R: 

5. Profit 

100 

0 

6. Net dividends paid 

100 

0 

7. Corporate saving 

8. Net interest paid (interest paid 

0 

0 

less interest received) 

-100 

0 


National income attributed 

to P (1 + 4; or, 2 4- 3 + 4) 100 100 

to R (5 + 8; or, 6 + 7 + 8) 0 0 


In either case, however, the national income attributed to industry 
P (or to industry R) is the same. The combined amount of profit and 
net interest paid remains unchanged for each industry. 

As this illustration demonstrates, a concern or an industry may 
show a negative “net interest paid” (or a negative “net dividends 
paid”). Such an anomalous figure, of course, carries no meaning if 
considered apart from the technique explained above. 

14 . The technique described in §§ 10-13 applies only to corpora- 
tions; unincorporated concerns, as distinguished from individuals, are 
ignored, owing to lack of data.^ Consequently, interest and dividends 
received by unincorporated concerns appear in the national income 
total, as if they were received by individuals; and to the extent that 
they are reported again as an unspecifi.ed part of unincorporated 
profits, the national income is overstated. The error involved is pre- 
sumably small. A counteracting error occurs in that not all interest 
paid by unincorporated concerns to individuals is recorded.* In 
recent years, the Department of Commerce has been able to lessen 
these inadequacies by using unpublished compilations made by the 
Treasury Department from partnership returns. 

15 . Table 46 shows the percentages of national income attributed 
to each of eleven industry groups, for 1929, 1932, 1940, and 1943, 
as derived from the Commerce Department data. Table 47, from 
Kuznets, selects 1921 and 1938, with a ten-industry breakdown. 
Since Tables 46 and 47 do not break down tfie data according to type 

^ United States "bepartment of Commerce, National Income in the United States, 1929-35, 
p. 54; Kuznets, op. cit., II, 407. 

^ Kuznets, National Income and Its Composition, 1919-1938, I, 115. 
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TABLE 46 . 

National Income, Percentages by Industrial Divisions, United 
States, Selected Years (Commerce) “ 


Agriculture 

1929 

e 

1932 

.6 

1940 

8 

1943 

9 

Mining 

2 

1 

2 

2 

Manufacturing 

25 

16 

29 

33 

Contract construction 

4 

2 

4 

3 

Transportation 

3 

9 

7 

6 

Power, gas and communlcatian 

3 

S 

3 

2 

Trade 

14 

14 

15 

12 

Finance 

12 

13 

8 

6 

Government 

8 

16 

12 

17 

Service 

10 

12 

8 

7 

Miscellaneous 

5 

6 

4 

3 

Total 

100 

100 

100 

100 


“ Computed from Milton Gilbert and George Jaszi, “National Income and National 
Product in 1943,” Smvey of Current Business, April, 1944, Table 16, p. 15. See also their 
remarks in their preceding annual resum6, Survey of Cmrent Business, March, 1943, p. 16. 


of factor payment, the problems discussed in §§ 10-13 concerning the 
division between interest and profits are not reflected here. Tables 
showing each of the factor payments (dividends, interest, and the 
like) broken down by industries (agriculture, mining, and so on) 
may be found in some of the publications by Kuznets and the Com- 
merce Department.’^ 

The broad categories in Tables 46 and 47 carry their common 
meanings, except perhaps in a few cases.^ 

“Finance” includes a sub-category, “real estate,” which in turn 

^ Robert R. Nathan, Income in the United Slates, 1929-S7 (United States Department of 
Commerce), Tables 15—25; Kuznets, op. cit.. Tables 13, 16, 18, 19, 20, 21, 23, 26-29, 34, 
35, 45-56, 74-76, the tables in part IV, pp. 543 ff. and part SI, pp. 853 If., and 

Survey of Current Business, March, 1943, p. 23, Table 16. 

A convenient, quick view of the major decisions made in constructing the industrial 
classification is given in Kuznets, op. cit., 11, 392-93. 
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includes net rents received by individuals from all real property 
owned by them, no matter in what industry the real estate is utilized, 
and regardless of whether the individual can be considered as “in the 
real estate business.” “Real estate” also includes interest paid on 
indebtedness of individuals secured by real estate mortgages. In 
Kuznets’ data it also includes the imputed net rent on owner-occupied 
houses. 

“Service” includes, not retail and other services connected with 
marketing tangible goods, but instead professional (legal, etc.), 
personal (hotels, etc.), recreational and amusement (motion picture 
production, etc.), domestic (housekeepers, etc.), business (accounting, 
advertising, etc.) and various others (services to automobiles, etc.). 

“Miscellaneous” includes, industries in which, for lack of data, 
salaries and wages could not be estimated directly ( § 9) . 

16 . The data in Table 46 are selected to cover diverse years: the 
peak of the boom of the nineteen-twenties, the depth of the depression, 
the last year before defense and war altered the economy, and a war 
year. The relative stability of the importance of some industries ' — 
agriculture, transportation, and trade — is noticeable. Others re- 
main stable in terms of the entire economy, but are so small in any 
case that this result accompanies large fluctuations in the percentages 
(mining, contract construction). Government’s share reflects, not 
government expenditures, but government payroll and interest 
payments. 

Kuznets’ data, covering the twenty years 1919-38, indicate a fairly 
high degree of stability in the percentages, aside from the deep de- 
pression years. Table 47 compares 1921 with 1938, both years of 
depression, but not catastrophic like 1931-33.^ 

17 . It was suggested in Chapter 7, § 12, that two industry-by- 
industry distributions may be made. One distribution would include 
in the national income produced by each industry the amount paid 
by that industry in taxes. Such a distribution shows the value added 
by one industry, relative to that added by another, in terms of what 
consumers are willing to pay to get the services supplied in the two 
industries. The other distribution would include only the amounts 

1 For discussion of the topics covered in this chapter, see United States Department of 
Commerce, Matioml Income in, the United Stales, 1929-33, pp, 53-55 and Kuznets, op. cit., II, 
407-10. For explanations of the industrial classification of interest and dividends paid and 
received, and profits, see Gardner F. Derrickson, “Trend of Corporate Profits, 1929-45,” 
Survey of Current Business, 1946, pp, 11-12. 
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TABLE 47 

National Income, Percentages by Industrial Divisions, United 
States, 1921 and 1938 (Kuznets) 


Agriculture 

192 7 

9.2 

1938 

8.4 

Mining 

2.8 

1.7 

Manufacturing 

20.9 

19.4 

Construction 

3.3 

2.6 

Transportation and other 
public utilities 

10,5 

8.5 

Trade 

75.8 

14.3 

Finance 

12.9 

10.1 

Service 

71.1 

13.7 

Government 

10.3 

16.7 

Mbceflaneous 

3.3 

4.6 

Total 

100.0 

100.0 


“ Kuznets, op. cit., I, 164. The percentages for 1 921 are affected slightly by the fact that 
data were lacking to permit (a) subtraction of corporate capital gains and losses by indus- 
trial divisions for the years prior to 1929, and (b) adjustment of depreciation to current 
market or reproduction-cost value of the assets, rather than the cost value, for all the years. 
Kuznets, op. cit., II, 410-12. Also, the percentages by categories are inconsistent with the 
total, with respect to area coverage; in all except “Miscellaneous,” the percentages repre- 
sent income paid by, not received by, residents of the United States; the counter-adjust- 
ment to reach a correct total is made in “Miscellaneous.” Kuznets, op. cit., II, 416. 


received by the factor owners for their own use, reflecting their rela- 
tive rewards in the two industries. The Commerce Department and 
Kuznets distributions, shown in Tables 46 and 47, are based neither 
on one nor the other of these two methods. The amounts they credit 
to each industry include the amounts that go to pay personal income 
taxes (and corporate income taxes, in the revised Commerce series) 
and payroll taxes, but not other taxes, for reasons stated in Chapter 7, 
§§ 38, 39. 

If two measures of industry distribution seem to produce confusion, 
it should be recalled that even the single distribution that would 
result if no taxes were collected from business would be ambiguous 
at best. A monopolistic profit CcUinot be termed “value added” in 



344 


NATIONAL INCOME PRODUCED IN THE SEVERAL INDUSTRIES 


any sense except the restricted one that the consumers pay what they 
have to and the suppliers and employees of the monopolist get as 
much as they can. The government, as a tax monopolist, orders that 
the tax be paid if the product is to be obtained, and on these grounds 
the tax payments have as good a claim as the monopolists’ profits to 
be included in the income produced by the taxed industry. 




1. In the United States, estimates have been made of income in 
sub-national regions: states and even counties.^ These estimates 
encounter in intensified form the problem noted in Chapters 1, § 1, 
and 6, § 45. Shall the income of a region include all the income 
originating in the physical assets and the working force of the re- 
gion, even though some of the income flows to residents elsewhere? 
Or shall it include all of the income received by the residents of a 
region even though some of it was produced with the aid of the 
physical assets and working force of another region? Under 'the first 
definition the copper-producing state of Montana is richer than under 
the second; New York is probably richer under the income-recipient 
definition than under the place-of-work definition. 

The issue is sharper with the state than with the nation. A piece 
of property and its owner are more likely to be in different states than 
in different nations. 

Moreover, an employee or the owner of an unincorporated concern 
may spend his working day in one state while his residence is in an- 
other. Consequently, in the smaller political units of states, couhties, 
and cities the issue of place-of-residence versus place-of-activity con- 
cerns not only income from capitaf but also income from labor. In 
international comparisons, on the other hand, the problem is con- 
fined almost entirely to property incomes, except where the economic 
effects of emigration or immigration are studied.^ 

In general, and in addition to the citations later in this chapter, see Oswald W. Knauth, 
Distribution of Income by States in 1919; Maurice Leven, Income in the Various Slates . . . 1919, 
, 1920, and 1921; and W. M. Adamson, Income m Counties of Alabama, 1$29 and 1935. 

“‘“...the average Swedish industrial worker costs about 20,000 Kroner [$5000]. 
When, therefore, Sweden sent its million or more emigrants to the United States, it thereby 
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2 . Allocating income according to its origin is the preferable al- 

ternative if the study is one of economic geography — the effect of 
climatic conditions on production, for example. It is also the pre- 
ferred procedure in studies of the relative amounts of factor income 
associated with the output of a particular product: for instance, what 
percentages of the income of Montana, as a mining and pastoral state, 
go to land rent, wages and salaries, and interest and dividends, com- 
pared with the percentages for an industrial state like Pennsylvania? 
To answer certain political questions, too, the income must be allo- 
cated to place of origin. The residents of the state may want to 
know the theoretical and practical limits of their economic power 
to tap the income stream with their taxing machinery. In case of war 
nations need to know what the domestically located mines and fac- 
tories can produce, whether or not owned by residents of other 
nations. And the residents of a region that sends large amounts 
of property income to owners living in other states want income com- 
puted on the basis of origin to test for the existence of what they would 
consider to be exploitation. Finally, the extent to which some areas 
will be called upon or will consent to aid other areas through federal 
or state grants-in-aid may depend in part on what the origin data 
show. -The state or county that is poor under the residence test 
might be able to cover its expenses through taxes levied on a location- 
of-business basis, although difficult questions of fairness are involved 
in such taxation. j 

For all these purposes the product approach is probably the most 
useful. If the factor-payment method is used, reckoning from the 
residence of the payor rather than payee, the before-tax variant is 
preferable. 

For some of these purposes, the regional income allocated on a 
place-of-business basis may be divided by the residents of the region 
to give a per-person income, buj for studies of economic geography 
and to some extent in studies of relative amounts of factor income, 
such a figure would be meaningless or misleading. 

3 . Allocating income according to the residence of the recipient is 
required for a study of relative economic welfare of groups of persons 
living within given areas. In principle, the after-tax variant of the 
factor-payment rule should be followed. Incomes should be counted 

lost many hundreds of millions of KLroner . . ” “N. H.,” “Current Events in Sweden” 

(quoting Dr. Mohn), The American Swedish Monthly, July, 1946, pp. 25-26. 
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after taxes, but with the addition of consumer services provided by 
government and transfer payments, tiowever, no estimates have 
yet been made of the regional distribution of such governmental 
services. Moreover, there is a still more formidable barrier to regional 
allocation of income on the welfare basis. If the government finances 
its services to consumers by borrowing money, there should be de- 
ducted the liability represented by the loan. But this liability is im- 
possible to distribute regionally. At the time the loan is made, no one 
knows what regions are going to have to pay it back or pay the interest 
on it. The government this year borrows money from residents of 
New York and buys food stocks from the residents of Iowa to distribute 
free of charge to some residents of Montana. For the time being, no 
one can say which of the forty-eight states are going to suffer the loss 
of economic welfare that will be at least a partial offset to the gain in 
welfare of the residents of Montana. Of course, the longer the period 
of time studied, the less the unallocated burden would probably be. 

For studying causes of change in consumer spendings within a 
region, the allocation of national income on a residence basis is ob- 
viously better than allocation by place of origin. Still better would 
be the scries on income payments to individuals, if they were modified 
by deducting personal taxes. “Income payments to individuals” 
(“personal income” in the revised series), as compiled by the Com- 
merce Department, differs from national income by excluding cor- 
porate savings and contributions by both employees and employers 
to social security funds, and by including “public assistance and other 
direct relief, veterans’ pensions, adjusted service benefits (the soldier’s 
bonus), retirement payments by government, social insurance bene- 
fits, the government’s contributions to allowances paid to dependents 
of enlisted military personnel, and mustering-out payments.” ^ It 
does not, however, deduct personal taxes. A modification of the 
payment series by including gifts (and deducting them from the in- 
comfe of the donor) would, in principle, aid the study of consumption 
by regions, but data on such transfers are difficult to compile, and 
the amounts involved are probably small. 

4 . Matters of principle aside, and after consideration of clearly 
insurmountable barriers in practice, there remain some difficult prac- 
tical problems of computing incomes by intra-national regions. They 

* Charles F, Schwartz and Robert E. Graham, Jr., “State Income Payments in 1 945,” 
Sumy of Current Business, August, 1946, p. 19. 
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may be illustrated by noting the practice followed by the Department 
of Commerce. Its state-by-state computations are of income pay- 
ments to individuals, not national income. The questions of principle 
noted above had something to do with that decision. But tlie prac- 
tical problem of allocating corporation undistributed profits by 
states was also a decisive' factor. It would be possible (with some 
qualifications, though it has not yet been done) to allocate the undis- 
tributed profits of a year among the states of residence of the stock- 
holders. Such allocation would be possible, however, only if basic 
data on stockholder residence were first compiled. Negative undis- 
tributed profits would have to be allocated also. 

Wage and salary data gathered in censuses are usually on the basis 
of place of business. Hence, in areas like New York, Philadelphia, and 
District of Columbia, a place'-of-residence allocation is difficult. The 
Commerce Department has made some adjustment in its data to 
correct for part of this error 

Dividends paid are recorded in Statistics of Income according to the 
state in which the corporation’s return is filed; that is, the state where 
the principal place of business or principal office is located. The 
physical assets that produce the property income are often located in 
other states. Data on the location of such assets have not been com- 
piled. In practice, therefore, a satisfactory calculation of income 
by state of origin is not yet possible. Even if data on location of assets 
were available, there would remain the task of allocating the profits 
of the firm among these assets; no mere physical description of assets 
would suffice for this allocation. 

Statistics of Income does not record all the dividends, interest, and 
rents received by individuals in any one area, since some of the 
individuals are exempt from tax or from filing returns, or receive tax- 
exempt interest on state and local bonds that they do not report 
fully. Moreover, for wealthy property-owners who spend substantial 
parts of the year living in two or more states, the concept of residence 
is ambiguous. The allocation of property income on the basis of 
residence of recipient is therefore somewhat imprecise. 

In wartime the pay of members of the armed forces raises questions 
of principle and practice if the allocation is to be made on groimds 
of residence of recipient. The Commerce Department in its series 
“State Income Payments” {a) includes only payments to residents of 

Survey oj Current Business, August, 1941, p. 15, and August, 1946, p. 19. 
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the continental .United States, and excludes, therefore, the pay of 
armed forces and federal civilian employees stationed outside the 
country {b) allocates to the state of duty the pay to the armed forces, 
excluding family-allowance payments by the government, soldiers’ 
contributions to these allowances, and voluntary allotments of pay to 
individuals by members of the armed forces; (c) allocates these allow- 
ance payments and allotments to the state of residence of the recipient. 
The excluded portion noted in item (a) is included, however, in the 
Department’s monthly income-payments (personal income) estimate 
for the country as a whole. 

5. The shortcomings of the income-payments series as a measure of 
income on a residence basis need continued study in view of the 
importance the income-payment series is assuming in plans for 
federal aid to the states. In several recent bills the amount of aid 
to be received by a state for education or health programs is made 

TABLE 48 

Income Payments to Individuals, by Type of Payment, Selected 
Years, United States, 1 929-44 (Commerce) 


(in billions of current dollars) 



1929 

1933 

1939 

1940 

1941 

1942 

1943 

1944 

Wages and salaries 

52.4 

28.6 

43.9 

48.0 

59.9 

77.9 

96.4 

101.7 

Proprietors' Income ° 

13.8 

6.6 

1 1.0 

1 1.8 

15.8 

20.4 

23.4 

24.0 

Property income ^ 

15.3 

8.7 

1 1.0 

1 1.3 

12.3 

12.8 

13.7 

14.7 

Other income ® 

1.1 

2.3 

4.8 

4.7 

4.3 

4,2 

5.8 

9.3 

United States, total ^ 

82.6 

46.3 

70.6 

75.9 

92.3 

1 15,3 

139.3 

149.7 


“ Survey of Current Business, August, 1946, p. 21, Table 8. 

^ After deduction of employees’ contributions to Social Security, Railroad Retirement, 
Railroad Unemployment Insurance, and government retirement programs. Includes pay 
of the armed forces, net of contributions to family-allowance payments and of voluntary 
allotments of pay to individuals (see note a. Table 49). 

1 Represents net income of unincorporated businesses, including farms, before owners’ 
withdrawals. 

Includes dividends, interest, net rents, and royalties. 

“ Includes direct relief, work relief; labor income items such as pensions, compensation 
for injuries, and social insurance benefits; mustering-out payments to veterans (in 1944); 
and (in 1942-44) family-allowance payments and voluntary allotments to dependents of 
military personnel (allocated to state of dependents’ residence). 

* Includes only payments to residents of the continental United States; excludes, there- 
fore, pay of armed forces and federal civilian employees stationed outside the country. 

^ But it includes “that part [of such pay] flowing into [the continental United States] 
... in the form of voluntary allotments of pay and contributions ft) family allowance' 
payments by military personnel to their dependents.” Survey of Current Business, August, 
1946, p. 19. 






TABLE 49 


Percentage Distribution of Total Income Payments to Individuals, 
by Regions and States, Selected Years, United States, 1 929-45 

(Commerce) ^ 


Region and State 

1929 

1940 

1941 

1942 

1943 

1944 

1945 

Continental United 

100.00 

100.00 

100.00 

100.00 

100.00 

100.00 

100.00 

States 








New England 

8.22 

8.07 

7.98 

7.73 

7.30 

7.10 

7.04 

Connecticut 

1.77 

1.87 

1.99 

2.02 

1.89 

1.80 

1.71 

Maine 

.54 

.57 

.55 

.58 

.61 

.57 

.54 

Massachusetts 

4.58 

4.36 

4.17 

3.90 

3.67 

3.62 

3.67 

New Hampshire 

.37 

.35 

.33 

.30 

.27 

.27 

.29 

Rhode Island 

.70 

.67 

.70 

.71 

.66 

.63 

.62 

Vermont 

.26 

.25 

.24 

.22 

.20 

.21 

.21 

Middle East 

33.70 

32.06 

30.57 

28.69 

27.60 

27.84 

28.18 

Delaware 

.26 

.31 

.30 

.27 

.27 

.27 

.26 

D. C. 

.77 

1.19 

1.13 

1.09 

1.04 

1.01 

1.06 

Maryland 

1.34 

1.61 

1.64 

1.73 

1.71 

1.67 

1.62 

New Jersey 

3.96 

4.14 

3.98 

3.92 

3.83 

3.83 

3.70 

New York 

17.53 

15.60 

14.51 

13.12 

12.59 

12.88 

13.30 

Pennsylvania 

8.88 

8.21 

8.03 

7.62 

7.28 

7.27 

7.29 

West Virginia 

.96 


.98 

.94 

.88 

.91 

.95 

Southeast 

10.51 

11.92 

12.55 

13.37 

13.80 

14.07 

14.21 

Alabama 

.97 


1.12 

1.23 

1.25 

1.27 

1.30 

Arkansas 

.68 

.65 

.71 

.77 

.70 

.73 

.77 

Florida 

.84 

1.19 

1.15 

1.27 

1.50 

1.53 

1.56 

Georgia 

1.16 

1.30 

1.35 

1.41 

1.52 

1.56 

1.55 

Kentucky 

1.17 

1.16 

1.13 

1.15 

1.20 

1.22 

1.25 

Louisiana 

1.04 

1.12 

1.16 

1.21 

1.33 

1.32 

1.26 

Mississippi 

.66 

.58 

.68 

.76 

.77 

.77 

.76 

North Carolina 

1.17 

1.49 

1.56 

1.61 

1.59 

1.66 

1.69 

South Carolina 

.53 

.72 

.76 

.83 

.81 

.83 

.83 

Tennessee 

1.10 

1.22 

1.32 

1.31 

1.40 

1.47 

1.54 

Virginia 

1.19 

1.49 

1.61 

1.82 

1.73 

1.71 

1.70 


" Survey of Current Business, August, 1946, p. 12, Table 1. See also the notes to Table 48. 
“Income payments” includes part of the pay of the armed forces. Part of the total pay is 
devoted to family-allowance payments and voluntary allotments to individuals. This part 
is allocated according to the residence of the recipient of the allowance or allotment. The 
rest of the pay is allocated to the state in which the member of the armed forces is serving, 
or, if he is serving abroad, it is not included in the series. 





TABLE 49 (confinued) 


Percentage Distribution of Total Income Payments to Individuals, 
by Regions and States, Selected Years, United States, 1929-45 

(Commerce) 


Region and State 

1929 

1940 

1941 



mom 


Southwest 

5.03 

5.15 

5.13 

5.57 

6.02 

6.07 

5.96 

Arizona 

.30 

.31 

.31 

.37 

.42 

.38 

.38 

New Mexico 

.19 

.25 

.24 

.26 

.27 

.27 

.28 

Oklahoma 

1.31 

1.09 

1.04 

1.13 

1.13 

1.19 

1.19 

Texas 

3.23 

3.50 

3.54 

3.81 

4.20 

4.23 

4.11 

Central 

29.32 

28.56 

29.05 

28.52 

28.23 

27.90 

27.90 

Illinois 

8.52 

7.57 

7.47 

6.97 

6.71 

6.83 

6.93 

Indiana 

2.27 

2.45 

2.64 

2.66 

2.68 

2.64 

2.61 

Iowa 

1.63 

1.63 

1.66 

1.70 

1.69 

1.53 

1.65 

Michigan 

4.29 

4.51 

4.63 

4.71 

4.90 

4.73 

4.37 

Minnesata 

1.75 

1.88 

1.76 

1.75 

1.69 

1.62 

1.75 

Missouri 

2.67 

2.52 

2.56 

2.51 

2.43 

2.40 

2.49 

Ohio 

5.95 

5.86 

6.12 

6.01 

5.97 

5.95 

5.84 

Wisconsin 

2.24 

2.14 

2.21 

2.21 

2.16 

2.20 

2.26 

Northwest 

4.75 

4.44 

4.45 

5.06 

5.10 

4.92 

5.03 

Colorado 

.77 

.78 

.75 

.84 

.82 

.75 

.81 

Idaho 

.28 

.31 

.30 

.35 

.34 

.35 

.34 

Kansas 

1.20 

1.00 

1.05 

1.24 

1.31 

1.29 

1.27 

Montana 

.39 

.42 

.40 

.40 

.37 

.37 

.35 

Nebraska 

.92 

.75 

.71 

.85 

.87 

.85 

.88 

North Dakota 

.32 

.31 

.36 

.38 

.38 

.37 

.39 

South Dakota 

.35 

.32 

.33 

.37 

.37 

.35 

.39 

Utah 

.33 

.35 

.36 

.44 

.47 

.41 

.42 

Wyoming 

.19 

.20 

.19 

.19 

.17 

.18 

.18 

Far West 

8.47 

9.80 

10.27 

11.06 

11.95 

12.10 

1 1.68 

California 

6.31 

7.39 

7.64 

7.98 

8.67 

8.80 

8.59 

Nevada 

.09 

.12 

.11 

.17 

.14 

.13 

.13 

Oregon 

.73 

.84 

.89 

1.02 

1.10 

1.07 

1.01 

Washington 

1.34 

1.45 

1.63 

1.89 

2.04 

2.10 

1.95 
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to depend in part on the amount of income payments received in the 
state as shown by the Depactment of Commerce series. Moreover, 
the relative claims of the residence measure and the origin measure 
for this purpose need to be examined.’- 

6 . Table 48 presents the total of income payments for the United 
States, as compiled by the Department of Commerce, subdivided by 
type of income. Table 49 gives the geographic distribution of income 
payments to individuals on a percentage basis. Table 48 covers 
1929, 1933, and 1939-44; Table 49 presents data for 1929 and 
1940-45. 

No tabulations have been made for national income by states, 
either by origin of income or residence of recipient.^ 

^ See Paul H. Wueller, “Income and the Measurement of the Relative Capacities of the 
States,” and discussion by several others, in Studies in Income and Wealth, III. 

^ For a discussion of the conceptual and practical difficulties of allocating income by 
states, see R. R. Nathan, “Some Problems Involved in Allocating Incomes by States,” and 
discussion by Simon Kuznets, in Studies m Income and Wealth, III, United States Department 
of Commerce, “Income Payments to Individuals, by States, 1929-38,” Survey of Current 
Business, April, 1940; and Frederick M. Cone, Monthly Income Payments in the United States, 
1929-40 (United States Department of Commerce). 




T, In 1941, the British Government published the first of its 
White Papers on sources of war finance and estimates of national 
income and expenditure for the United Kingdom. Successive annual 
editions of the White Paper have improved and elaborated the presen- 
tation, The latest one gives data for each, of the years 1 938-45 in- 
clusive.^ 

2 . The White Paper recognizes the concept, gross national product, 
and presents estimates of it for 1938-45. It also shows a gross total 
of a novel type: “gross national product at factor cost,” which is, 
in effect, gross national product minus indirect taxes. However, the 
White Paper does not utilize either of these gross totals in comparing 
the relative importance of the several product components. For this 
latter purpose it uses cither {d) the net national product at market 
prices (that is, national income plus indirect taxes minus subsidies), 
or {b) net national product at factor cost (that is, national in- 
come) . 

3 . Expressing each of the product components as a percentage of 

1 Cmd. 6784. National Income and Expenditure of the United Kingdom, 1938-1945, presented 
to Parliament April, 1946, by the Financial Secretary to the Treasury, The earlier edi- 
tions, with a longer title (“An Analysis of the Sources of War Finance and Estimates of the 

National Income and Expenditure in the Years 1938 to ”), appeared as Cmd. 6261 

(1941), 6347 (1942), 6^138 (1943), 6520 (1944), and 6623 (1945): available at British Li- 
brary of Information, New York City. The text and tables were reprinted in full in the 
Federal Reserve Bulletin for July, 1941; June, 1942; August, 1943; July, 1944; August, 1945, 
and July, 1946. The April, 1947 White Paper is Cmd. 7099. 
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the national income is a task that the Commerce Department has not 
attempted. It will be recalled that both the Commerce Department 
and the British White Paper so define national income that it does 
not include indirect taxes. The amount of consumer purchases, the 
amount of gross and net domestic investment, the amount of govern- 
ment purchases, and evert some elements in the net change in claims 
on non-residents all include indirect taxes: that is, part of the amounts 
spent under these headings goes to cover indirect taxes rather than 
just the factor payments (as computed before deducting direct taxes) 
that make up the national income. Consequently, if each product 
component is to be expressed as a percentage of national income, 
each must be purified of its indirect-tax element. The White Paper 
does this, estimating the amount of indirect taxation in each of the 
components and subtracting it'. The components themselves are 
given in somewhat less detail than in the United States computations. 


TABLE 50 

Composition of “Net Notional Product,” United Kingdom, 

1938 - 45 “ 


(In millions of pounds sterling) 



1938 

1939 

1940 

1941 



1944 

1945 

Nattonal cost of: 
Consumption 

Personal 

3/02 

3,659 

3,796 ! 

3,839 


4,006 


4,582 

Government 

456 

473 

483 

508 

531 

532 


578 

War 1 

338 

754 

2,595 

3,717 

3,988 

4,552 

4,546 

4,147 

Net non-war capital 
formation 

214 

74 

-952 

- 1, 178 

-929 

-972 


-824 

Net national product at 
factor cost (or national 
income) 

4,15 10 

4,960 

5,922 

6,886 


8,118 

8,401 

8,483 

Percentages: 

Consumption 

88 

83 

72 

63 


56 

58 

61 

War 

7 

15 

44 

54 


56 

54 

49 

Net non-war capital 
formation 

5 

2 

-16 

-17 


-12 

- 12 

-10 

Net national product at 
factor cost ^ 

100 

100 

1 

100 

100 

100 

100 

100 

100 


» Cmd. 6784, p. 6, Table 4. 

Expenditure at market value, less indirect taxes, plus subsidies. 











THE NATIONAL INCOME OF GREAT BRITAIN 


355 


Likewise, the White Paper estimates the amount of subsidies — paid 
for the purpose of keeping market prices down — that affected each 
group of products, and these subsidies are* added, as part of the process 
of converting each market-price subtotal to a national income sub- 
total. 

Table 50 presents estimates for a division of the national income 
into four components: personal consumption, government non-war 
expenditures, government war expenditures, and net (non-war) 
capital formation. The net-capital-formation item includes what the 
Commerce Department calls net export of goods and services, and 
net change in inventories, as well as net change in producers’ plant 
and durable equipment and residences. The table heading contains 
the term “net national product,” but this is to be understood in the 
British sense of “net national product at factor cost” — that is, 
national income, not in the Commerce Department sense of national 
income plus indirect taxes (and after certain adjustments). 

4. All these data are in current prices. The British national income 
series, in general, have not been adjusted by an index of product 
prices, as have those in the United States. No deflated series for total 
national income is presented, largely because of “the absence of in- 
formation as to the relative efficiency of production in the war and 
non-war sectors of the economy.” ^ The only component senes thus 

TABLE 5 1 

Personal Consumption, at Factor Cost,'^ at Current and 1938 
Prices, United Kingdom, 1 938-45 


(in millions of pounds sterling) 



1938 

1939 

1940 

1941 

1942 

1943 

1944 

1945 

At current prices 

3,602 

3,659 

3,796 

3,839 

4,010 


4,285 

4,582 

At 1938 prices 

3,602 

3,603 

3,241 


2,963’ 

2,844 

2,974 

3,115 

Index Numbers 



I 

1 





(1938 = 100) 









At current prices 


102 

105 

107 

111 

111 

1 19 

127 

At 1938 prices 



90 

83 

82 

79 

83 

86 


» At market prices, less indirect taxes and plus subsidies, 
b Gmd. 6784, p. 7, Table 5. 

^ D. G. Champernowne, “The National Income and Expenditure of the United King- 
dom, 1938-1945,” Bulletin oj the Oxford Unimsity Institute of Statistics, May, 1946, p. 134. 
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adjusted is that for consumers’ expenditures, shown in Table 51. 
However, Champernowne has estimated the 1938, 1939, 1943, 1944, 
and 1945 national income *in terms of 1945 prices, and finds an in- 
crease, in billions of pounds sterling, fi:om 6.9 in 1938 to 8.48 in 1945, 
the latter figure being composed of 4.33 non-war production and 4.15 
war production. 1 

5. In the capital-formation series, net change in inventory is not 
stated separately in any of the White Paper tables; it is one of the 
elements in “gross capital formation.” To get “net capital formation” 
at market prices, depreciation and “maintenance” are subtracted, and 
“net lending abroad and purchase of assets and financial claims from 
overseas” are added. Indirect taxes estimated to fall on domestic 
gross capital formation are subtracted to put the net-capital-forma- 
tion figure on a factor-cost (national income) basis. These computa- 
tions are shown in Table 52. 

6 . In the White Paper published in 1 944 ^ an interesting experi- 
ment was made with the 1938 data, an experiment that was not re- 
peated, however, in the 1945 issue. The aim was to take each of the 
product components of the gross national product total, and purify 
them of all elements except the part representing direct payment for 
the factors of production. This means excluding that part of con- 
sumer purchases, for example, that pays for the vendors’ wearing down 
plant and machinery, or importing. Similarly, only the part of invest- 
ment, public and private, that reflects the current use of domestic 
factors of production is included. The same part of exports is in- 
cluded. Net change in financial claims on foreigners is added. The 
result is national income, subdivided by the transactions that imme- 
diately gave rise to it. (See Chapter 6, § 65.) 

The most interesting implication of this experiment was that the 
British had succeeded in breaking down depreciation into the parts 
caused by consumer purchases, by government purchases, by gross 
capital formation, and by exports. Similarly, they had apparently 
broken down imports into those four parts, as well as indirect taxes. 
Net change in inventories is not mentioned, and it is not evident 
how this item was handled. “Maintenance” is allocated and sub- 


1 Ibid., pp. 134, 139. 

2 Cmd. 6623, Tables 3-7. 
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TABLE 52 

Gross and Net Capital Formation (Noi>-War), United Kingdom, 

1 938-45 ^ 

(in millions of pounds sterling) 



1938 

1939 

1940 

1941 

1942 

1943 

1944 

1945 

1. Gross non-war capital 
formation at home ^ and 
war losses made good 

780 

826 

364 

170 

283 

251 

211 

534 

2. less sums allowed for 
depreciation and main- 
tenance 

1 

-475 

-485 

— 505 

-515 

-520 

-520 

-520 

-520 

3. Net capital formation at ^ 
home ^ and war losses 
made good 

305 

341 

-141 

1 

1-345 

-237 

-269 

-309 

14 

4. Net lending abroad and 
purchase of assets and 
financial claims from 

overseas 

-70 

-250 

-804 

-816 

-663 

-680 

-659 

-819 

5. Net capital formation at 
home and abroad 

235 

91 

-945 

-1,161 

-900 

-949 

-968 

-805 

6. less net indirect taxes 
falling on gross capital 
formation at homo 

-21 

-17 

-7 

-17 

-29 

-23 

-6 

-19 

7. Notional cost of net non- 
war capital formation at 
home and abroad ° 

214 

74 

—952 

-1,178 

-929 

-972 

-V74 

-824 


» Cmd. 6784, p. 8, Tabic 6. 

Including capital formation of public authorities. 

“ Net non-war capital formation at home at market value less indirect taxes plus subsidies 
plus increase in net lending abroad and purchase of assets and financial claims from over- 
seas. 


tracted, like depreciation, because the British total of gross national 
product for this year includes, as part of the product, certain expendi- 
tures for maintenance; this element of double counting, like that 
represented by depreciation, must therefore be removed. 

Table 53 shows these amounts for 1938, as published in the 1945 
White Paper. The distribution of depreciation and maintenance, 
however, is more formal than real. After imports and indirect taxes 
are deducted from the total purchases of goods and services, the two 
remaining items, current factor cost, and depreciation^ and mainte- 
nance, are in the ratio 10 to 1. The same ratio is maintained in each 
of the sub-categories of expenditure. But the allocation of imports 
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TABLE 53 

Purchases of Goods anci Services, Broken Down by Elements in 
Purchase Price, United Kingdom, 1938“^ 


(in millions of pounds sterling) 




Elements in Purchase Price 



Current 

Factor 

Cost 

Depreciation 

and 

Maintenance 

imports 

indirect 

Taxes 

Total 

Personal expenditure on consumer goods 
and services 

2,670 

269 

668 


4,178 >> 

Expenditure by government on goods ond 
services (other than capitol formation) 

' 649“ 

62 


^^9 

829 ^ 

Private gross capital formation 

410 

41 



550 

Government gross capital formation 

188 

19 



235 

Exports 

497 

49 



668 

Total 

4,414 



638 

6,460 


“ Compiled from Tables 3, 4, 5, and 6, Gmd. 6623. 

Including £10 million remittances abroad, not included in preceding columns. 

« Including £15 million subsidies. 

* Including £10 million debt interest and other current payments abroad, not included 
in preceding columns. 


and of indirect taxes among the sub-categories of expenditure follows 
no such mechanical rule. 

7. The equation, private saving = investment + absolute amount of 
government deficit, is utilized in the White Paper to show the “ulti- 
mate sources” (Chapter 8, § 10) of the central government’s net bor- 
rowing. The equation is rearranged from the standard form: 


' Private saving = Investment, private and government 

-f- Government dissaving (deficit on current account) 

as follows: 


+ Private saving 
-h local government saving 
private home disinvestment 
-1- local government disinvestment 
-f- disinvestment abroad 


(i.e., minus 
investment) 


Central 
= government 
deficit 


Central government capital formation is treated just like a current 
outlay in this tabulation; it goes to increase the central government 
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TABLE 54 

The “Sources” of Central Governmen? Net Borrowing, United 
Kingdom, 1938-45 “ 


(in millions of pounds starling) 



1938 

1939 

1940 

1941 

1942 


1111^1 

1945 

1. Saving — 

(a) Private 

326 

513 

1,053 

1,368 

1,532 

1,639 

1,552 

1,458 

(b) Extra-budgetary 
funds and local 
authorities 

1 

33 

66 

163 

183 

181 

1 

145 

114 

8 

2. Sums released by run- 
ning down domestic 
capital equipment and 
stocks ** 

(a) Private 

- 180 

-246 

i 

78 

1 

406 

! 

353 

403 

386 

377 

(b) Local authorities 

- 101 

-70 

-8 

23 

34 

38 

42 

37 

3. Net sale of assets and 
increase in iiabilities to 
countries abroad 

70 

250 

804 

816 

663 

680 

659 

819 

4. Central government net 
borrowing (deficit) 

148 

513 

2,090 

■ 



2,753 

2,699 


» Cmd, 6784, Table 19, p. 21. 

Including any unspent compensation in respect of war risks and insurance claims. 


deficit on the right-hand side of the equation and does not serve to 
decrease the total of disinvestment on the left-hand side. 

Table 54 reproduces the data from the White Paper corresponding 
to this rearranged equation. Item 2, “Sums released . . is equiva- 
lent to “disinvestment [at home]” except that it includes a sub-item 
for “compensation received in respect of war-damage claims,” which 
might better appear under “saving” if the standard equation is in 
mind. 

If this sub-item is eliminated from item 2, the balance is the same 
as the “net [non-war] capital formation at home” of Table 52 above, 
with the sign changed, except that Table 54 includes private war 
capital formation in the form of “Increase in work in progress on 
government account held under private finance,” and ignores the 
non-war capital formation of the central government. The year 1 942 
exemplifies these differences: 
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“Sums released . . (Table 54) 387 

Subtract “Compensation received in re- 
spect of war-damage claims” (item 86 in 
Table 23 of Gmd. 6784) - ^ 

173 disinvestment 

Add “Increase in work in progress on gov- 
ernment account held under private fi- 
nance” (item 10 in Table 20 of Gmd. 

6784) _75 

248 non-war disinvest- 
ment, disregarding 
central government 
non-war investment 

Subtract net non-war capital formation of 
central government (item 71, Table 22, 

Gmd. 6784) _11. 

237 non-war disinvestment 
(see Table 52, line 3) 

In the White Paper terminology, the “channels” of government 
financ®, as distinguished from the “ultimate sources” of government 
finance, are those items that traditional public finance analysis has 
studied in ascertaining how the government borrows its money: 
defense bonds, other bonds sold to the public, tax-reserve certificates, 
and so on.^ 

8 . The 1945 issue of the White Paper (Cmd. 6623), but not the 
1946 issue (Gmd. 6784), contains an “Introduction” of several pages 
that explains in detail many of the interrelations of the data and im- 
plications of the concepts and sub-concepts utilized.® 

9 . No attempt at comparison of the totals for the United Kingdom 
with those for the United States is made in this chapter. Until there 
is more evidence of what the 1938-45 rates of exchange of the pound 
sterling against the dollar implied, a close comparison is not feasible. 


^ Thus, in Table 24, Cmd. 6784, the sum of item 104 (“Finance through government 
agencies”) and item 113 (“public borrowing at home”) equals item 4 of Table 19 (“Cen- 
tral government net borrowing”). 

* The several issues of the White Papers have been described and analyzed in various 
articles in econorCics journals. With respect to the 1945 issue, see Milton Gilbert and G. 
Jaszi, “The 1945 White Paper on National Income and Expenditure,” Economic Journal, 
pecember, 1945, pp. 444-54; ai^d D. G. Champernowne, loc. cit. 
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Moreover, it is likely that a meaningful comparison would need to 
sketch some of the differences in habits life and work in the two 
countries (see Chapter 6, §§ 82-84) d 

Comparison of United States data with those for countries other 
than Great Britain usually faces the added difficulty of lack of ade- 
quate data. National income analysis are currently devoting a large 
amount of time and effort to refining international comparisons, and 
until their work has reached a more advanced stage, there arc few 
conclusions that can be formulated with respect to differences in 
national income.^ 

^ The Department of Commerce data for 1929-42 are adjusted to the concepts used in 
the White Paper, and some comparisons between the two countries are made, in Richard 
Stone, “The National Income, Output and Expenditure of the United States of America, 
1929-41,” &onom!c J'ouraal, June-September, 1942, and “National Income in the United 
Kingdom and the United States of America,” Review of Economic Studies, Winter, 1942—43. 
For discussion of points covered in this chapter, see Richard Stone, “Two Studies on In- 
come and Expenditure in the United States,” Economic Journal, April, 1943. On pages 
64-66, Stone explains his approach to the problem of government expenditures and re- 
ceipts. See also the report to the Combined Production and Resources Board in 1945, 
The Impact of the War on Civilian Consumption in the United Kingdom, the United States and 
Canada. 

^ For recent discussions of the problems in international comparisons see the papers by 
Arthur Smithies (“National Income as a Determinant of International Policy”), Ta-Chung 
Liu and Shan-Kwei Fong (“The Construction of National Income Tables and Interna- 
tional Comparisons of National Incomes”), Louis Bean (“International Industri’alization 
and Per Capita Income”), Phyllis Deane (“Measuring National Income in Colonial Ter- 
ritories”), Ernest Doblin (“Measuring German National Income in Wartime”), and Paul 
Studcnsld (“Methods of Estimating National Income in Soviet Russia”), in Studies in In- 
come and Wealth, VIII; and Ernest M. Doblin, “Estimates of National Income in 64 Coun- 
tries,” Colin Clark, “Construction of International Price Indexes for Purposes of Real 
Income Comparisons,” and Ta-Chung Liu, “The National Income of China, 1931—36,” 
mimeographed papers delivered before the Conference on Research in Income and Wealth, 
November, 1945. 







Formal forward shifting occurs when, because of the forward shifting 
that takes place simultaneously in the rest of the economy, each taxpayer 
loses as much, as consumer and taxpayer, through increases in the prices of 
the things he buys and through an increase in the amount of tax he pays, 
as he gains through an increase in his income. His real position is thus 
unchanged. 

In contrast, under real forward shifting (Chapter 7, § 15), the taxpayer’s 
increase in income is not offset by an increase in amount of tax paid or by 
a rise in the price of the things he buys. Under real shifting (complete) he 
gains enough to offset the entire tax he pays; under formal shifting he gains 
enough only to offset the concurrent increase in tax and increase in the cost 
of things he buys. 

Formal backward shifting occurs when, because of the backward shifting 
process taking place in the rest of the economy, each taxpayer loses, net, 
through a decline in his money income minus a decline in the amount of 
tax he pays, the same amount that he gains through a decline in the prices 
of the things he buys. Under real backward shifting no decline in his money 
income is assumed. 

A distinction between complete and fractional shifting may be made in 
the formal case, as in the real case, as will be illustrated in the examples 
below. However, the distinction itself becomes purely formal, for it does 
not serve to indicate a probable upward limit to the shifting process, as it 
does in the analysis of real shifting. 

Two illustrations of formal shifting are presented here, under a 50 per 
cent income tax. 

The 50 per cent income tax is first assumed to be shifted forward in higher 
factor prices and higher product prices, to the extent that each taxpayer has 
just the same money income after paying the tax that he had when there was 
no tax. B' and O', the private employees, get higher money wages; B and C, 
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the employers, get larger money profits. Moreover, the government employ- 
ees, A and A', get higher salaries to match the higher price level. When the 
adjustment is complete, no one is better or worse off relative to any of the 
others than he was under no shifting. The forward shifting has been merely 
formal; no real shifting of the tax burden has occurred. Although the tax 
rate is only 50 per cent, there is a 100 per cent increase in the price level. 


TABLE A-1 

An Example of Complete Formal Forward Shifting 


Income 

Recipient 

Money 

Income before 
Deducting Tax 

Tax 

Money Income 
after Deducting 
Tax 

Consumption 

Expenditure 

Services from 
Governmenf 

A 


$0 

$200 

$200 

$0 

A' 


0 

200 

200 

0 

B 


100 

100 

100 

100 

B' 


100 

loo 

100 

100 

C 

200 

100 

100 

100 

100 

c' 


100 

100 

100 

100 

Total 


$400 

$800 

$800 

$400 


The example is one of complete formal shifting, not fractional formal shift- 
ing. The shifting is complete in the sense that B, for example, has the same 
money income after tax that he would have had with his old income if he had 
been exempt from tax. His real income in the two cases is, of course, different. 

Fractional formal shifting would occur if all factor prices and product 
prices rose by something less than 100 per cent (under a 50 per cent tax rate). 
Each person’s income might be 1110, for instance; the tax, $55 per taxpayer. 

If incomes are counted before deduction of tax in the example of complete 
formal shifting, and government services are not included in consumers’ in- 
comes, each person has one sixth of the national income, as before shifting. 
Each person’s money income has been increased from $100 to $200 by the 
forward shifting. If fwo periods are compared, one before and one after 
shifting has occurred, an index of product prices will be used to deflate the 
data of the second period. The price index for the second period will be 200 
(flrst period = 100). Then the $1200 national income will be deflated to 
$600, the same amount found in the previous period under no shifting. 

The same result is'obtained if incomes are computed after deducting taxes 
paid and after including government services received by the consumer. 

'The fact thatrthe shifting is formal, not real, is demonstrated by the fact 
that the percentage shares in the national income of each of the persons is the 
same before and after shifting. If incomes are computed as factor rewards 
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before deducting taxes, the share of each individual is 16|- per cent. For 
example, before shifting, A’s share is afte? shifting, 

If incomes are computed as the sum of (a) factor rewards after deducting 
taxes plus {U) services rendered to the consumer by the government, the per- 
centage shares are the same as immediately above. 

The government’s r61e in the economy is still properly expressed by com- 
puting tax revenue as a percentage of national income. 

The total of money payments in the economy is, of course, just double that 
of the illustration in Chapter 7, § 13, where no shifting occurred. If the stock 
of money was not increased, the transactions velocity (total payments divided 
by stock of money) would have to double. 

Backward shifting may occur; each taxpayer may force lower prices for the 
things he buys. Government salaries drop as the price level drops. Under 
complete formal backward shifting the money cost of an unchanged physical 
volume of consumption decreases by an amount equal to the tax on the new 
low money income. As in complete forward shifting, where the increase in 
the cost of things purchased is ignored, and equivalence is postulated only 
between total tax, at the new level, and income-increase, as the criterion of 
completeness in shifting, so here the decrease in income is ignored, and 
equivalence is postulated between total tax, at the new low level, and de- 
crease in money outlay on consumption, as the criterion of completeness in 
shifting. In the hypothetical economy used above, with a 50 per cent income 
tax, this would require a fall in incomes to $50 each. Fractional" formal 
backward shifting would be something short of this. Table A-2 illustrates 
a type of formal shifting that is both backward and fractional, and thus 
contrasts with Table A-1 in two respects: 


TABLE A-2 

An Example of Fractional Formal Backward Shifting 


Income 

Recipient 

Money 

Income before 
Deducting Tax 

Tax 

Money Income 
qfter Tax 

Consumption 

Expenditure 

Services from 
Government 

A 

$66.67 

$ 0 

$66.67 

$66.67 

$ 0 

A' 

66.67 

0 

66.67 

66.67 

0 

B 

66.67 

33.33 

33.33 

33.33 

33.33 

B' 

66.67 

33.33 

33.33 

33.33 

33.33 

C 

66.67 

33.33 

33.33 

33.33 

33.33 

c' 

66.67 

33.33. 

33.33 

33.33 

33.33 

Total 

$400 

$133.33 

$266.67 

$266.67 

$133.33 


Although the tax rate is 50 per cent, the price index falls only to 66f (from 
100 before shifting and before government activity). Inflating by the index 
will produce the same total of national income that is recorded under no 
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shifting. Each person still receives 16f per cent of the national in- 

come. Tax revenue as a percentage of national income still expresses the 
government’s role in the economy. The total of money payments drops to 
$800, implying a decrease of one third in the transactions velocity of an un- 
changed money stock. 

The meaning and implications of formal shifting may now be stated more 
precisely. Formal shifting of a tax is a change in product prices or factor 
prices or both, of a size and distribution so that each person in the economy 
has the same percentage share in, or command over, the resources of the 
economy as he would have had if no shifting had occurred. 

Formal forward shifting can occur only if the tax is uniformly propor- 
tional to income throughout the private sector of the economy. The rise in 
the prices of the services performed or goods sold by the taxed individual hits 
directly only others than himself. It is scarcely possible that they in turn can 
concentrate their price reactio'ns on the taxpayer to retake from him in higher 
prices precisely what he has taken from them. Yet this would be necessary, 
and the process would have to be mutual, to obtain formal shifting under a 
tax that was at a lower rate on some than on others. 

In complete formal forward shifting, if the tax rate applies to the money 
flow as swollen by the shifting process, the price level must rise by a percent- 
age greater than the tax rate. This is illustrated above, where the tax rate of 
50 per cent precipitates a rise in the price level of 100 per cent. Complete 
formal-forward shifting is achieved when the taxpayer’s income has risen so 
much that, after the percentage tax, he has as much money as before the tax 
was imposed. As the money incomes rise, the tax revenue rises. The govern- 
ment cannot lower the tax rate, for it needs the added money to raise the 
salaries of its employees to match the rising price level. 

If the income of a taxpayer before he succeeds in shifting the tax is a, and 
the tax rate is t, and if the taxpayer’s income is to increase by an absolute 
amount x so that 

(a + x) — (a + x) t = a 


then 


the new 
income 


) _ 1 

■the tax 1 

1 ( 

5 minus < 

jon the new 

' equals < 

) \ 

jincome ] 

' \ 


at 

t 


the old 
income 


The percentage increase in a is 


at 

1 —t t 

. 100 =^. 100 . 


a 
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The government’s revenue must increase by the same percentage if the 
government employees are not to be put in a wprse relative position. Hence 
the government needs all the additional tax money, and the tax rate stays at i. 

Backward shifting of the income tax occurs when the prices that the tax- 
payers pay in their capacity as consumers decline without any decline in the 
physical volume of goods and services offered for sale. A merely formal back- 
ward shifting occurs when, as a consequence of the decline in selling prices, 
everyone’s income falls by the same percentage as his consumption expendi- 
tures. This result cannot obtain unless all individuals spend for consumption 
a uniform proportion of their incomes. A merely formal backward shifting 
of the income tax is consequently quite remote from reality, but a brief de- 
scription may be in order. 

As explained above, complete (even if only formal) forward shifting of the 
income tax raises the taxpayer’s income enough to match the tax payment as 
computed on the new higher level of incomes. When the income tax is 
shifted backward, the criterion of complete formal backward shifting is a 
decrease in money outlay on consumption, without any change in real outlay, 
that matches the money tax payment at the new, lower level of incomes. 

It is assumed that the taxpayer spends on consumption all his income after 
tax. If his income before tax is u, if the decrease in his income compatible 
with complete formal backward shifting is x, and if the tax rate is t, then com- 
plete formal backward shifting exists when the tax on the new income (a — x)t, 
equals the difference between the former consumption expenditure (<r — at), 
and the new consumption expenditure [(a — x) — (a — x)t]. This reduces to 
X = — at. The decline in income (x) must equal in absolute amount the 
tax on the former income (at), to achieve complete formal backward shifting. 

Strictly defined, formal shifting will not be merely formal unless there are 
corresponding percentage increases (or decreases) in the values of plant, 
equipment, inventory, and other non-money assets held at the end of the 
year, compared with what those values would be in the absence of shifting, and 
similar increases (or decreases) in money assets held at the end of the year. 
Similarly, the' selling price of any property disinvested during the period 
must show an increase (or decrease) of the same percentage. Otherwise, the 
real net worth of some members of the economy will decline relative to that of 
others, because of the higher or lower level of prices of goods produced during 
the year. 

The requirement that money-holdings change makes absolutely formal 
shifting almost if not quite unattainable. There seems to be no mechanism 
by which a tax that is formally shifted can also cause a corresponding change 
in year-end cash balances. 

This definition of formal shifting might be considered over-strict on the 
ground that, if the owner of the money never uses it anyway, everybody’s real 
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position is kept at the old proportions (defining “real” to include only the 
uses of money). But this argujncnt ignores the fact that the money is held — 
rather than scattered in the streets or burned — ■ because the holder values 
the claim it gives him over the resources and future output of the country, A 
general rise in prices forced by a forward shifting of the income tax diminishes 
the real value of that claim. No doubt the diminution is felt less keenly than 
if it were produced by a direct removal of some of the money. A wealthy 
holder of 1100,000 cash balance will probably view a gradual rise of prices of, 
say 25 per cent over five years, with little feeling that he has lost one fifth of 
his claim on the resources and future output of his country, and at least with 
less feeling than if prices had remained stable and a 20 per cent capital levy 
had been enacted. The present analysis, however, deals with objective 
definitions, not subjective reactions. 

In brief, then, a forward shifting of an income tax, compared with no 
shifting of the same tax, imposes a sort of capital levy on the holders of cash 
balances. It is a peculiar sort of capital levy: it produces no money revenue 
for the government. But it nonetheless eases the government’s financial task. 
It lessens the potential claim of these cash-holders on the economy’s resources. 
At some future time, when the holders of the cash balances will want to spend 
them, they will take a smaller proportion of the economy’s manpower and 
other resources than if the price level had stayed down, under no shifting. 
Consequently, the government will be able to get the resources it wants at 
this later date by applying somewhat less severe taxation than if these cash- 
holders had retained their original proportionate claims on the community’s 
resources — ^less severe in terms of tax rate. This reasoning becomes less 
applicable to the extent that the resources the government wants are unem- 
ployed anyway, and can be obtained without raising prices. 

Correspondingly, backward shifting of an income tax, compared with no 
shifting of the same tax, gives a subsidy to holders of cash balances. 
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REVISED SERIES ON NATIONAL INCOME 
ISSUED BY DEPARTMENT OF COMMERCE 


In July, 1947, the Department of Commerce published its revised series 
of national income data for 1929-46. Tables B-4 to B— 9 below reproduce 
the chief summary data. 

NATIONAL INCOME 

The new and old series of national income totals compare as follows, in 
billions of current dollars (no series of revised data has been published in 
terms of dollars of constant purchasing power): 

TABLE B-1 


Comparison of National Income Totals, 1929-46 
Commerce Old and New Series 


Year 

New Series 

Old Series 
(Table 6, Chapter 5) 

Increase over^ or Decrease (— ) 
from, Old Series 

1929 

87.4 

83.3 

4.1 

1930 

. 75.0 

68.9 

6.1 

1931 

58.9 

54.5 

4.4 

1932 

41.7 

40.0 

1.7 

1933 

39.6 

42.3 

-2.7 

1934 

48.6 

49.5 

-.9 

1935 

56.8 

557 

1.1 

1936 

66.9 

64.9 . 

2.0 

1937 

73.6 

71.5 

2.1 

1938 

67.4 

64.2 

s ’ 

3.2 

c 


■ Data Oiinhariges from old series' to iiew"are from Sumy of Current Business:'^ July, 1947; 
Supplement, 'Income/’ p. 14;, Table yil, 
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TABLE B-1 (continued) 


Year 

e. 

New Series 

Old Series 
(Table b. Chapter 5) 

Increase over, or Decrease ( — ) 
from, Old Series 

1939 

72.5 

70.8 

1.7 

1940 

81.3 

77.6 

3.7 

1941 

103.8 

96.9 

6.9 

1942 

136.5 

122.2 

14.3 

1943 

168.3 

149.4 

18.9 

1944 

182.3 

160.7 

21.6 

1945 

182.8 

161.0 

21.8 

1946 

178.2 

U. ■■ - 

165.0 

13.2 


The difference between the old and the new series is accounted for largely 
by the four following changes' in concept; (1) Corporate profits are now 
computed before deducting corporate income taxes and corporate excess- 
profits taxes (Chapter 7, §§ 39-44). (2) Net imputed rent of owner-occupied 
dwellings is now included (Chapter 5, §§ 15-19). (3) An adjustment is 

made to put changes in inventory on a current-price basis, thus excluding 
from national income inventory profits and inventory losses (Chapter 5, 
§§ 39-44). (4) Government interest payments are now not counted in 

national income (Chapter 7, §§ 65-68). Table B-9 shows the size of each 
of these Changes, 'or the years 1929-46. 

For the war years, three other changes made an appreciable difference 
(changing the national income total by $1.0 or more): (1) Income in kind 
to the armed forces is now included (Chapter 6, § 28). This adds, for the 
years 1942-46, respectively, in biUions of dollars, 1.4, 2.7, 3.8, 4.1, and 1.4. 
(2) The government’s contribution to military family allowances is now 
included in national income, adding, for the years 1943-46, respectively, 
in billions of dollars, 1.0, 2.5, 2.9, and 0.7. (3) The government’s contribu- 
tion to military life insurance funds is also now included, adding, for 1945 
and 1946, in billions of dollars, 1.3 and 1.6. 

The new series takes into account changes in farm inventories of crops 
not held for sale. In one year, 1936, this makes a difference of more than 
one billion dollars: $1.4 billion is added to national income. 

As contrasted with changes due to alteration of the concept of national 
income, part of the difference between the two totals arises from “statistical 
revision,” that is, improvement in sources of data. This revision is a minor 
factor, accounting for more than one billion dollars of change only in 1942- 
43, and 1945-46^^ respectively, in billions, of dollars: 1.1; 1.5; 2.3; 6.9. 

All other items account for less than one billion dollars of change in any 
one year. The changes not mentioned above are: exclusion of depletion 






REVISED SERIES, DEPARTMENT OF COMMERCE 


373 


deduction (Chapter 5, § 31); inclusion of employer contributions to private 
pension and welfare funds; and exclusion of private pension payments and 
military retirement payments. 

GROSS NATIONAL PRODUCT 

Table B-2 shows how the new and old series of gross national product 
totals compare, in billions of current dollars. 

TABLE B-2 

Comparison of Gross Notional Product Totals, 1929-46 
Commerce Old and New Series ^ 


Year 

New Series 

Old Series 

(Table 3.1, Chapter 6) 

Increase over Old Series 

1929 

103.8 

99.4 

4.4 

1930 

90.9 

88.2 

2.7 

1931 

75.9 

72.1 

3.8 

1932 

58.3 

55.4 

2.9 


55.8 

54.8 

1.0 

1934 

64.9 

63.8 

1.1 

1935 

72.2 

70.8 

1.4 

1936 

84.7 

81.7 

3.0 


90.2 

87.7 

2.5 

1938 

84.7 

80.6 

4.1 

1939 

90.4 

88.6 

1.8 

1940 

100.5 

97.1 

3.4 

1941 

125.3 

120.2 

5.1 

1942 

159.6 

152.3 

7.3 

1943 

192.6 

187.4 

5.2 

1944 

210.6 

197.6 

13.0 

1945 

213.1 

199.2 

13.9 

1946 

203.7 

194.0 

9.7 






“ Data on changes from old series to new arc fiom Smvey of Current Business, July, 1947; 
Supplement, “National Income,” p. 14, Table VII. 


The differences between the two series are due largely to two items men- 
tioned in the section immediately above on national income — the inclusion 
of net imputed rent of owner-occupied dwellings, and the exclusion of gov- 
ernment interest payments — and to two other changes of concept: de- 
preciation of owner-occupied dwellings is now taken iifto account, and, as 
an element of gross imputed rental, appears in the gross national product 
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(Chapter 5, §30); and taxes on owner-occupied dwellings, now being 
counted as taxes on the business of renting one’s house to oneself, likewise 
form a part of gross imputed rental and hence are included in the gross 
national product (Chapter 7, § 41). The series of these last two items are 
given in Table B-9. 

For the war years, the statements above on income in kind to the armed 
forces, and the government’s contributions to military family allowances 
and military life insurance funds apply also to the differences in the gross 
national product series. So does the statement on changes in farm inven- 
tories of crops not held for sale. 

Four other changes account for the remaining difference due to alteration 
of concept: institutional depreciation is now included in gross product 
(Chapter 6, §34); so are construction expenditures for crude petroleum 
and natural gas drilling; a new minus entry consists of subsidies minus 
current surplus of government enterprises (Chapter 7, §§ 38, 59); and mili- 
tary retirement payments are excluded. No one of these items accounts for 
as much as one billion dollars of change in gross national product in any 
one year. 

The statistical revision, as distinguished from the conceptual revision, 
accounts for a substantial part of the total change in some years (in billions 
of dollars): 1930, -1.3; 1938, 1.4; 1941, 1.6; 1942, 2.4; 1944, 4.3; 1945, 3.9; 
1946, 4.7. For all the other years the effect is less than one billion dollars. 

PERSONAL INCOME (INCOME PAYMENTS TO 
INDIVIDUALS) 

The new and old series of income payments to individuals compare as 
follows, in billions of current dollars. The revised series also employs a new 
term; personal income. 


TABLE B-3 

Comparison of Totals fpr Income Payments to Individuals, 1929-46, 
Commerce Old and New Series ” 


Year 

Hew Series 

Old Series 

(Table 48, Chapter 10) 

Increase over Old Series 

1929 

85.1 

82.6 

2.5 

1930 

76.2 

73.3 

2.9 

1931 

64.8 

62.0 

2.8 

1932 

^ 49.3 

47.4 

1.9 

1933 

46,6 

46.3 

.3 
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TABLE B-3 (continued) 


Year 

New Series 

Old Series 

(Table 48, Chapter 1 0 

Increase over Old Series 

1934 

53.2 

52.9 

.3 

1935 

59.9 

58.6 

1.3 

1936 

70.6 

68.1 

2.5 

1937 

74.0 

72.4 

1.6 

1938 

68.3 

66.2 

2.1 

1939 

72.6 

70.8 

1.8 

1940 

78.3 

76.2 

2.1 

1941 

95.3 

92.7 

2.6 

1942 

122.2 

117.3 

4.9 

1943 

149.4 

143.1 

6.3 

1944 

164.9 

r56.8 

8.1 

1945 

171.6 

160.8 

10.8 

1946 

177.2 

165.1 

12.1 


“ Data on changes from old series to new are from Survey of Current Business, July, 1947; 
Supplement, “National Income,” p. 14, Table VII. 


The chief difference between the new and the old series, aside from the 
war years, is the inclusion in the new series of net imputed rent of owner- 
occupied dwellings (Chapter 5, §§ 15-19). During the war years a sub- 
stantial difference arises from the inclusion, in the new series, of income in 
kind to the armed forces (Chapter 6, § 28) and the exclusion of premiums 
paid to military life insurance funds. In 1946 the inclusion of an inventory 
valuation adjustment for unincorporated concerns (a part of the 4otal 
adjustment referred to in the section above on changes in the national 
income totals; see also Chapter 5, §§ 39-44) pulled the new total down 
by $1.3 billion; the data on this adjustment are given in Table B-9. The 
statistical revision, distinguished from the effects of changes in concept, 
was less than $1 billion in absolute amount in each of the years 1929-1942. 
In 1943-46 it was, respectively, in billions of dollars: 1.9, 1.5, 3.3, and 7.9. 

The rest of the difference in the totals of the Jjersonal-income series is 
accounted for by the following conceptual changes, no one of which pro- 
duced as much as |1 billion of change in absolute amount in any one year: 
exclusion of noncorporate depletion deduction (a part of the total depletion 
deduction referred to in the national income section above; see also Chapter 
5, § 31); inclusion of change in farm inventories of crops not held for sale 
($1.4 billion in 1936); inclusion of employer contributions to private pension 
and welfare funds (Chapter 5, § 5); inclusion of government military life 
insurance benefits; inclusion of business transfer payments (for example 
gifts by business concerns); and exclusion of private pension payments 
(Chapter 5, § 5). 



Nationa! Income by Factor Payments, United States, 1929-46 



^ Survey of Current Business, Juiya 1947; Supplement^ "National Income,” p. 19, Table 1. 
° Includes inventory valuation adjustment. 
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TABLE B-5 



Survey of Current Business, Jvif, 1947; Supplement, “National Income,” p. 19, Table 2. 










TABLE B-5 (continued) 



■iLess than $50 million. 



TABLE B-6 



“ SuTvg/ of Current Business, July, 1947; Supplement, “National Income,” p. 20, Table 4. 
* Less than $50 million in absolute amount. 


















TABLE B-7 

Disposable Personal Income: Its Components and Uses Made of It, United States, 1929—46 

{Commerce, new series) ^ 

(in billi<;ns of current dollars) 



iTv^ of Cvrrevt Business, 1947; Supplement, “National Income,” p. 19, Table 3. 

7agesand salaries, minus employee contributions for social insurance, plus the “other labor income” component of “Supplements towages 



























TABLE B-8 



biUions of dollars: 1943, .2; 1944, -.2; 1945, .01; 1946, -.03. 

“ Made up of the following two items from Table B-5; Gross private domestic investment, and Net foreign investment. 

4 The deScit is given a positive sign and the surplus a negative sign to indicate that the sum of investment and government deficit, considered 
their absolute amounts virithout regard to sign, equals private saving (Chapter 8, 1 10). ® Less than $50 million in absolute amount. 








TABLE B-9 

Major Quantitative Items in Commerce Series Involving Conceptual Changes, 1929-46 

(in billions of current dollars) 


V3 

5 

8.6 

2.9 

-6.0 

-1.3 

4.5 

1.5 

1.2 

s 

^ O sO iw K 

- « 1 ri - - 

cs 

CS K ^ CO CO o 

CO CN CN ^ r-’ 

[ 1943 

O ' r- CO O 

N - • ^ 

1942 

K O 'O Tf to CM O 

^ N - . ^ ■ 

1941 

CO N CO ^ Ov 

N* ^ t -* r-* » ‘ 

1 1 

1940 

O' to CO r- 0^ 

oi I 

1939 

VT uo O* <v| C'i o. 

1938 

1.0 

1.4 

1.2 

,2 

1.2 

1.0 

•? 

j 1937 

1.5 

1.2 

-.1 

c 

• 

1.2 

1.0 

.9 

1936 

1 

1 

1.4 

1.0 

-.9 

—.1 

1.1 

1.0 

.9 

i 

lO 

r6 

0* 

1.0 

.9 

—.3 

-.1 

1.1 

1.0 

.9 

1934 

N O' N — 9 ^ 

\ \ 

1933 

.5 

1.2 

-2.7 

-.5 

1.2 

.9 

.9 


Tf '0 CO CO •— , O' o 


.5 

1 

; 2.1 

3.0 

.6 

1.1 

• 

1.0 

1.0 

1930 

.8 

2.5 

4.0 

.8 

1.0 

1.0 

1.1 

1929 

■M' CO 'O O O C> 

cm' • * I- ^ 


Corporate 
profits taxes 

Net imputed 
rent of owner- 
occupied 
dwellings 
Inventory valua- 
tion adjust- 
ment** 

Total 

Non-corpo- 
rate only 
Government 

interest 
payments 
Depreciation of 

owner-occu- 
pied dwellings 
Taxes on 

owner-occu- 
pied dwellings 


’^Survey of Current Business, J-aiy! 1947; Supplementj “National Income,” p. 14, Table VII. 

'> A plus figure indicates that the new series total is larger by this amount than that of the old series; a minus figure, that the new series total 
smaller. 

“ Less than $50 million in absolute amount. 
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